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34-14852 Adoption of rule and form governing 
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tional investment managers exercising 
investment discretion over accounts 
having in the aggregate more than 
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NASDAQ-quoted equity securities. 
Effective 7/31/78 


The following rules relate to self-regulatory organi- 
zation rule proposals and/or adoptions. 
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34-14853 Commission announced that Farm 
Credit Investment Bonds issued by the 
thirteen Banks for Cooperatives have 
been designated exempted securities 


under the Securities Exchange Act of 





SECURITIES ACT OF 1933 
Release No. 5937/June 15, 1978 


In the Matter of 


PARKER, MILLIKEN, CLARK & O’HARA 
333 South Hope Street 
Los Angeles, CA 90071 


(18-7) 
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NOTICE OF FILING OF APPLICATION PURSUANT TO 
SECTION 3(a)(2) OF THE SECURITIES ACT OF 1933 
FOR AN ORDER EXEMPTING FROM THE PROVI- 
SIONS. OF SECTION 5 OF THE ACT INTERESTS OR 
PARTICIPATIONS IN THE PARKER, MILLIKEN, 
CLARK & O’HARA RETIREMENT PLAN AND TRUST 
AGREEMENT 


NOTICE IS HEREBY GIVEN that Parker, Milliken, Clark 
& O'Hara, a law firm organized as a partnership under 
the laws of the state of California, on January 31, 1978, 
filed an application for an exemption from the registra- 
tion requirements of the Securities Act of 1933 (the 
“Act’”) for participations or interests issued in connec- 
tion with the Parker, Milliken, Clark & O’Hara Retire- 
ment Plan and Trust Agreement (the “Plan’”). All inter- 
ested persons are referred to that application, which is 
on file with the Commission, for the facts and repre- 
sentations contained therein, which are summarized 
below. 


1. Introduction 


Applicant’s plan provides that partners and employees 
of the Applicant are eligible to participate therein if 
they have completed three or more years of service with 
the Applicant without an intervening break in service, 
are at ieast 25 years of age, and earn annual compensa- 
tion (as defined in the Plan) for any year after 1975 in 
excess of the Social Security wage base applicable to 
such year. Participation in the Plan by eligible partners 
and employees of Applicant is mandatory, and each 
eligible employee is automatically admitted to partici- 
pation on the first of January or July next following the 
date he or she fulfills the eligibility requirements. The 
Plan is a trusteed profit-sharing plan which covers per- 
sons (in this case, Applicant’s partners) who are em- 
ployees within the meaning of Section 401(c)(1) of the 
Internal Revenue Code of 1954, as amended, (the 
“Code”) and, therefore, is excepted from the exemp- 
tion provided by Section 3(a)(2) of the Act for interests 
or participations in certain employee benefit plans of 
corporate employers. 


Section 3(a)(2) of the Act provides, however, that the 
Commission may exempt from the provisions of Sec- 
tion 5 of the Act any interest or participation issued in 
connection with a pension or profit-sharing plan which 
covers employees some or all of whom are employees 
within the meaning of Section 401(c)(1) of the Code, if 
and to the extent that the Commission determines this 
to be necessary or appropriate in the public interest 
and consistent with the protection of investors and the 
purposes fairly intended by the policy and provisions 
of the Act. 
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il. Description and Administration of the Plan 


Applicant represents that the Plan was adopted in Dec- 
ember 1977, retroactive to January 1, 1977. Applicant 
has applied for a determination by the Internal Revenue 
Service that the Plan meets the requirements of Sec- 
tion 401(a) of the Code and that the trust under the Plan 
(the “Trust’’) will be exempt from taxation under Sec- 
tion 501(a) of the Code. Applicant requests that the 
Commission assume that the Plan will be found to be 
qualified under Section 401(a) of the Code and the 
Trust exempt under Section 501(a) of the Code. 


Applicant states that, under the Plan, contributions to 
the Plan are determined on an annual basis in Appli- 
cant’s discretion, but may not exceed the lesser of 
Applicant’s profits for the year in question or an 
amount equal to 7% of the aggregate covered compen- 
sation (as defined in the Plan) of all participating 
employees in excess of the applicable Social Security 
wage base. Each participant under the Plan is per- 
mitted, at his option, to make voluntary contributions 
aggregating up to 10% of his cumulative compensation 
(not in excess of $100,000 per year), for all years of 
participation, subject to applicable limitations under 
Section 415 of the Code. 


Applicant represents that the Plan is administered by a 
committee appointed by Applicant (“the Committee”) 
and consisting, as presently constituted, of two 
partners and one associate attorney of Applicant. The 
Committee has the power to determine, among other 
things, the eligibility of individual employees to partic- 
ipate in the Plan and to receive Pian benefits, the power 
to construe and apply the provisions of the Plan and 
promulgate rules and regulations for the administra- 
tion thereof, and the power to take such other actions 
as it may reasonably deem necessary or appropriate to 
administer the Plan. 


Applicant states that the assets of the Plan will be held 
in a trust for the exclusive benefit of Plan participants 
and their beneficiaries. The present Trustee of the trust 
is a partner of Applicant. The Plan is funded by a con- 
tract between the Trustees of the American Bar Retire- 
ment Association Master Trust for Self-Employed Re- 
tirement Plans (the “ABRA Master Trust”) and the 
Equitable Life Assurance Society of the United States 
(the “Equitable Contract”). According to Applicant, 
under the Equitable Contract, the Trustees of the 
ABRA Master Trust (who function as subtrustees to the 
Plan Trustee of Applicant’s Plan) receive contributions 
made under the Plan and transfer them to Equitable, 
which, in turn, invests them in either a “fixed account” 
or an “equity account”. Applicant states that interests 
in the Equitable Contract offered pursuant to the ABRA 
Master Trust have been registered under the Act, and 
represents that a current prospectus will be furnished 
to each participant. 
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lll. Discussion 


Applicant states that the exemption from registration 
provided by Section 3(a)(2) of the Act is not available 
because of the participation in the Plan of Applicant’s 
partners, who are “employees” within the meaning of 
Section 401(c)(1) of the Code. If Applicant’s business 
were organized in corporate form, interests and partici- 
pations in the Plan would be exempt from registration 
pursuant to Section 3(a)(2) of the Act. Applicant sub- 
mits that the intent of Congress in drafting Section 
3(a)(2) of the Act was to prevent the sale, without reg- 
istration, of interests in mass-marketed plans offered 
by financial institutions to self-employed persons who 
might be unable to protect adequately their interests 
and those of their participating employees. 


Applicant’s plan is not a mass marketed master or 
prototype retirement plan, but is, according to Appli- 
cant, an individualized plan drafted by attorneys of 
Applicant itself and covering eligible employees of 
Applicant only. The Plan is also subject to reporting, 
disclosure, and fiduciary requirements of the Employee 
Retirement Income Security Act of 1974 (“ERISA”), and 
Plan participants wi!l receive disclosures about the 
Plan and its operation required thereunder. 


Applicant concludes that under the circumstances, 
granting the requested exemptive order would be 
appropriate in the public interest, consistent with the 
protection of investors and the purposes fairly in- 
tended by the policy and provisions of the Act. 


NOTICE IS FURTHER GIVEN that any interested per- 
son may, not later than July 10, 1978, at 5:30 p.m., 
submit to the Commission in writing a request for a 
hearing on the matter accompanied by a statement as 
to the nature of his interest, the reason for such re- 
quest, and the issues, if any, of fact or law proposed to 
be controverted, or he may request that he be notified if 
the Commission shall order a hearing thereon. Any 
such communication should be addressed: Secretary, 
Securities and Exchange Commission, Washington, 
D.C. 20549. A copy of such request shall be served per- 
sonally or by mail upon Applicant at the address stated 
above. Proof of such service (by affidavit or, in the case 
of an attorney-at-law, by certificate) shall be filed con- 
temporaneously with the request. An order disposing 
of the application will be issued as of course following 
July 10, 1978, unless the Commission thereafter orders 
a hearing upon request or upon the Commission’s own 
motion. Persons who request a hearing, or advice as to 
whether a hearing is ordered, will receive any notices 
and orders issued in this matter, including the date of 
the hearing (if ordered) and any postponements 
thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 14834/June 9, 1978 


« The Securities and Exchange Commission announced 
pursuant to Section 12(k) of the Securities Exchange 
Act of 1934 (“Exchange Act”) the single ten day sus- 
pension of exchange and over-the-counter trading for 
the period commencing at 9:30 a.m. (EDT) on June 9, 
1978 and terminating at midnight (EDT) on June 18, 
1978 of the securities of Tiffany Industries, Inc. 
(“Tiffany”) a Missouri corporation with principal execu- 
tive offices located at 145 Weldon Parkway, Maryland 
Heights, Missouri 63043. 


The Commission initiated the suspension of trading in 
Tiffany’s securities because Tiffany failed to file its an- 
nual report on Form 1G-K due to unresolved problems 
in the examination of Tiffany’s 1977 financial state- 
ments by independent auditors resulting in the lack of 
adequate and accurate public information about 
Tiffany’s operations and financial condition. 


The Commission cautions broker-dealers, share- 
holders and prospective purchasers that they should 
carefully consider the foregoing information along with 
all other currently available information and any infor- 
mation subsequently issued by the company. 


Furthermore, brokers and dealers should be alert to the 
fact that, pursuant to Rule 15c2-11 under the Exchange 
Act, at the termination of the trading suspension no 
quotation may be entered unless and until they have 
strictly complied with all of the provisions of said rule. 
If any broker or dealer has any questions as to whether 
or not he has complied with said rule, he should not 
enter any quotation but immediately contact the staff 
of the Division of Enforcement in Washington, D.C. If 
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any broker or dealer is uncertain as to what is required 
by Rule 15c2-11, he should refrain from entering quota- 
tions relating to the securities in question until such 
time as he has familiarized himself with said rule and is 
certain that all of its provisions have been met. If any 
broker or dealer enters any quotation which is in viola- 
tion of said rule, the Commission will consider the 
need for prompt enforcement action. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14835/June 9, 1978 


NOTICE OF EFFECTIVENESS OF A PROPOSED RULE 
CHANGE BY THE DEPOSITORY TRUST COMPANY 


(File No. SR-DTC-78-6) 


The Depository Trust Company (“DTC”) submitted on 
March 31, 1978, a proposed rule change (SR-DTC- 
78-6), pursuant to Rule 19b-4 under the Securities Ex- 
change Act of 1934 (the “Act”’), amending its fee 
schedule. Notice of the proposed rule change was pub- 
lished in the Federal Register on April 19, 1978 (43 FR 
16576). On May 31, 1978, DTC submitted Amendment 
No. 1 which changed the status of the proposed rule 
change from one filed under Section 19(b)(2) of the Act 
to one filed under Section 19(b)(3)(A) of the Act in that 
the proposed rule change establishes or changes a 
due, fee or other charge imposed by DTC. 


The foregoing rule change has become effective pursu- 
ant to Section 19(b)(3)(A) of the Act and Rule 19b-4 
thereunder. At any time within sixty days of the filing 
of such proposed ruie change, the Commission may 
summarily abrogate the rule change if it appears to 
the Commission that such action is necessary or 
appropriate in the public interest, for the protection of 
investors, or otherwise in furtherance of the purposes 
of the Act. 


Interested persons are invited to submit written data, 
views and arguments concerning the foregoing. Per- 
sons desiring to make written submissions should file 
6 copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, Washington, 
D.C. 20549. Copies of the filing with respect to the 
foregoing and of all written submissions will be avail- 
able for inspection and copying in the Public Reference 
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Room, 1100 L Street, N.W., Washington, D.C. Copies 
of such filing will also be available for inspection and 
copying at the principal office of the above-mentioned 
self-regulatory organization. All submissions should 
refer to the file number referenced in the caption above 
and should be submitted within 21 days of the date of 
this publication. 





For the Commission by the Division of Market Regula- 
tion pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14836/June 9, 1978 


Administrative Proceeding File No. 3-5434 


In the Matter of 


OLI, INC. 


OLSON LABORATORIES, INC. 


ORDER GRANTING APPLICATION PURSUANT TO 
SECTION 12(h) OF THE 1934 ACT 


An order has been issued granting the application of 
OLI, Inc. and Olson Laboratories, Inc. for an exemp- 
tion, pursuant to Section 12(h) of the Securities Ex- 
change Act of 1934, (the “Act”) from filing the Forms 
10-K for the fiscal years ended December 31, 1977 and 
1978, the interim Forms 10-Q, and ali other reports as 
required by Section 15(d) of the Act. 








SECURITIES EXCHANGE ACT OF 1934 
Release No. 14837/June 9, 1978 


Administrative Proceeding File No. 3-5425 

















In the Matter of: 
LEXITRON CORPORATION 


File No. 81-328 


ORDER GRANTING APPLICATION PURSUANT TO 
SECTION 12(h) OF THAT ACT 


The Securities and Exchange Commission has issued an 
order granting the application of Lexitron Corporation 
(“Applicant”) pursuant to Section 12(h) of the Securi- 
ties Exchange Act of 1934 (the “1934 Act”) for an 
exemption from the reporting requirements of Sections 
13 and 15(d) of the 1934 Act. 


It appeared to the Commission that the granting of the 
requested exemption would not be inconsistent with 
the public interest or protection of investors in view of 
the fact that none of the securities of the Applicant are 
held by any person other than Raytheon Company, and 
there is no trading in Applicant’s securities. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14838/June 9, 1978 


In the Matter of 
BEM HOLDING CORPORATION 
File No. 81-343 


ORDER GRANTING APPLICATION PURSUANT TO 
SECTION OF THAT ACT 


The Securities and Exchange Commission has issued 
an order granting the application of BEM Holding 
Corporation (the “Applicant”) pursuant to Section 
12(h) of the Securities Exchange Act of 1934, as 
amended (the “1934 Act”), for an exemption from the 


reporting requirements of Section 15(d) of the 1934 
Act. 


Since the Applicant has redeemed its outstanding 
debentures and is the wholly owned subsidiary of El 
Paso Products Company, it appeared to the Commis- 


sion that granting the requested exemption would not 
be inconsistent with the public interest or the protec- 
tion of investors. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14839/June 9, 1978 


Administrative Proceeding File No. 3-5430 


In the Matter of 


FARRELL LINES, INC. 
successor by merger to 


AMERICAN EXPORT LINES, INC. 


File No. 81-346 


ORDER GRANTING APPLICATION PURSUANT TO 
SECTION 12(h) OF THE 1934 ACT 


The Securities and Exchange Commission has issued 
an order granting the application of Farrell Lines, Inc., 
successor by merger to American Export Lines, Inc. 
(“Applicant”), pursuant to Section 12(g) of the Secu- 
rities Exchange Act of 1934, as amended (the “1934 
Act”), for an exemption from the reporting obligations 
of Section 13 and 15(d) of the 1934 Act. 


Since the Applicant was merged into Farrell Lines, Inc. 
and has no securities outstanding in the hands of the 
public, it appeared to the Commission that granting 
the requested exemption would not be inconsistent 
with the public interest or the protection of investors. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14840/June 9, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE MUNICIPAL SECURITIES RULEMAKING 
BOARD 
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File No. SR-MSRB-78-8 


The Municipal Securities Rulemaking Board (“MSRB”) 
submitted on May 25, 1978, a proposed rule change 
under code 19b-4 which sets forth a comprehensive 
arbitration code for the municipal securities industry, 
including a simplified procedure for arbitration of small 
claims against municipal securities professionals. 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 12, 
1978. In order to assist the Commission to determine 
whether to approve the proposed rule change or insti- 
tute proceedings to determine whether the proposed 
rule change should be disapproved, interested persons 
are invited to submit written data, views and arguments 
concerning the submission within 30 days from the 
date of publication in the Federal Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North 
Capitol Street, Washington, D.C. 20549. Reference 
should be made to File No. SR-MSRB-78-8. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the pro- 
posed rule change which are filed with the Commis- 
sion, and of all written communications relating to the 
proposed rule change between tr2 Commission and 
any person, other than those which may be withheld 
from the public in accordance with the provisions of 5 
U.S.C. §552, will be available for inspection and copy- 
ing at the Commission’s Public Reference Room, 1100 
L Street, N.W., Washington, D.C. Copies of the filing 
and of any subsequent amendments wili also be avail- 
able at the principal office of the above-mentioned self- 
regulatory organization. 


For the Commission, by the Division of Market Regula- 
tion pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14841/June 9, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY BOSTON STOCK EXCHANGE CLEARING CORPO- 
RATION 
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(File No. SR-BSECC-78-1) 





Boston Stock Exchange Clearing Corporation sub- * 


mitted on June 1, 1978, a proposed rule change, pursu- 
ant to Rule 19b-4 under the Securities Exchange Act of 
1934, extending the time period in which participants 
may deliver securities to BSECC. 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 12, 
1978. Interested persons are invited to submit written 
data, views and arguments concerning the submission 
within twenty-one days from the date of publication in 
the Federal Register. Persons desiring to make written 
submissions should file six copies thereof with the 
Secretary of the Commission, Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549. Reference should be made to File No. 
SR-BSECC-78-1. 


Copies of the submission, with accompanying ex- 
hibits, and of all written comments will be available for 
public inspection at the Securities and Exchange Com- 
mission’s Public Reference Room, 1100 L Street, N.W., 
Washington, D.C. Copies of the filing will also be 
available at the principal office of the above-mentioned 
self-regulatory organization. 


For the Commission by the Division of Market Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14842/June 12, 1978 


In the Matter of 


THE CHICAGO BOARD OPTIONS EXCHANGE, IN- 
CORPORATED 

LaSalle at Jackson 

Chicago, Illinois 60604 


(SR-CBOE-77-21) 


ORDER APPROVING PROPOSED RULE CHANGE 
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On October 26, 1977, the Chicago Board Options Ex- 
change, Incorporated (“CBOE”) filed with the Commis- 
sion pursuant to Section 19(b)1 of the Securities Ex- 
change Act of 1934 (the “Act’), as amended by the 
Securities Acts Amendments of 1975, and Rule 19b-42 
thereunder, copies of a proposed rule change. The pro- 
posed rule change, designated by the CBOE as inter- 
pretations .01 and .02 to its existing Rule 4.16, pro- 
vides for the imposition of trading restrictions on cer- 
tain member transactions involving the writing of 
opening uncovered discount call options (“discount 
option transactions”) during the pendency of under- 
written distributions of securities underlying call 
options traded on the CBOE. The filing was supple- 
mented on February 9, 1978, by the addition of certain 
clarifying language (designated as interpretation .03 to 
the Rule) relating to the exception provided in the pro- 
posed rule change for discount option transactions by 
CBOE marketmakers. 


Notice of the proposed rule change was provided in Se- 
curities Exchange Act Release No. 14136 (November 4, 
1977) and the text of the Proposed Rule was published 
in the Federal Register (42 Fed. Reg. 59141 (November 
15, 1977) ). 


On March 27, 1978, the CBOE filed an amendment to 
interpretation .01 of the proposed rule change which 
eliminated the foregoing exception for marketmaker 
transactions (as well as interpretation .03 relating 
thereto). In addition, the amendment eliminated the re- 
quirement that the issuer or underwriter submit a 
written request that the CBOE impose restrictions on 
discount option transactions. Notice of the 
amendment was provided in Securities Exchange Act 
Release No. 14624 (March 31, 1978) and the text of the 
amendment was published in the Federa/ Register (43 
Fed. Reg. 20585 (May 12, 1978) ). No comments were 
received with respect to either the initial or amended 
published versions of the proposal. 


As discussed more fully below, the Commission finds 
that the CBOE’s proposed rule change is consistent 
with the Act and rules and regulations thereunder in 
that it is reasonably designed to prevent fraudulent and 
manipulative acts and practices in connectton with cer- 
tain underwritten offerings of securities underlying 
CBOE-traded call options. 





1 45 U.S.C. 78s(b). 


2 17 CFR 240.19b-4. 


Description of Proposed Rule Change 


The substance of the proposed rule change is as 
follows: 


Interpretation .01 to CBOE Rule 4.16 indicates, in sub- 
stance, that the CBOE will impose restrictions on dis- 
count option transactions (as defined in interpretation 
.02 to the Rule) commencing at the time the CBOE is 
advised by the issuer of a security underlying a call op- 
tion traded on the CBOE which is engaged in an under- 
written public distribution of that underlying security 
(or securities exchangeable for or convertible into such 
securities), or is advised by the representative of the 
underwriters for the distribution (or the Secretary of the 
CBOE is otherwise notified) that the underwriters have 
initiated stabilizing activities in the underlying security 
and the restrictions will be terminated at the conclu- 
sion of the stabilizing activities. The interpretation 
requires the CBOE Board of Directors to impose the 
foregoing restrictions provided that the following con- 
ditions are satisfied: (i) less than a majority of the dis- 
tributed securities are being sold by existing security 
holders; (ii) appropriate notices are received by the 
CBOE from the managing underwriter concerning dis- 
tribution and stabilization activities; and (iii) exchange 
stabilizing activities are initiated when the price of the 
distributed security is either at a “minus” or “zero 
minus” tick. 


interpretation .02 to CBOE Rule 4.16 defines the term 
“discount” in connection with uncovered opening 
writing transactions in call options traded on the CBOE 
covering both conventional distributions of underlying 
securities (and securities exchangeable for or con- 
vertible into such securities) and distributions of 
underlying securities pursuant to rights offerings. 


COMMISSION FINDINGS 


The proposed rule change represents an attempted for- 
malization by the CBOE, within the context of a rule 
interpretation of general applicability, of exchange 
restrictions which had previously been imposed, on an 
ad hoc basis, in response to requests from certain 
underwriters.2 The proposed rule was formulated in re- 
sponse to concerns relating to discount option trans- 
actions which had been expressed by certain issuers of 





3 See, e.g., File No. SR-CBOE-77-9 relating to the im- 
position of discount restrictions in connection with a 
rights offering conducted in May, 1976, by American 
Electric Power Company. 
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common stock underlying CBOE-traded options and 
certain investment banking firms which have acted in 
an underwriting capacity for such issuers.* In sub- 
stance, these persons maintain that the sale of un- 
covered discount options, because it creates a distor- 
tion in the pricing relationship between the underlying 
securities and its related options, may be used as a 
manipulative technique during underwritten offerings 
involving stabilization. This is so, it is urged, because 
such transactions may be entered into expressly for the 
purpose of providing an opportunity for various market 
professionals to purchase and exercise such options 
and to thereafter resell immediately underlying secu- 
rities into the underwriting syndicate’s stabilizing bid.5 
Such “artificial” selling pressure on the syndicate’s 
bid, it is argued, is generated in the hope of breaking 
the bid, forcing the market price (and, thus, the offer- 
ing price) lower, guaranteering a profit to the uncov- 
ered discount options writer responsible for such 
selling pressure. 


Although long sales of securities acquired upon exer- 
cise of discount uncovered options remain outside the 
purview of Rle 10a-16 under the Act, the writing (and 
subsequent exercise) of discount uncovered options, 
viewed in their entirety, would appear to constitute the 
functional equivalent of a short sale of the underlying 





4 Prior to the publication of the initial version of the 
proposed rule change, the Commission’s staff received 
a number of submissions which generally supported 
the imposition of exchange restrictions on discount 
option transactions. See, letters dated October 26, 
1977, from the Southern Company, Morgan Stanley & 
Co. and the Syndicate/Options Subcommittee of the 
Securities Industry Association which are included in 
File No. SR-CBOE-77-21. 


5 The type of options transaction which gives rise to 
the above concerns may.be illustrated by the following 
example: Assume that an issuer proposes to engage in 
an underwritten public distribution at $52 per share and 
that there are outstanding options exercisable at $50 
per share. If the $50 call option is offered at a premium 
below $2, for example, at 1-3/4, arbitrageurs will pur- 
chase and exercise the discount option and simultane- 
ously sell the underlying securities obtained upon ex- 
ercise into the syndicate’s stabilizing bid on an ex- 
change. 


6 17 CFR 240.10a-1. 
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securities into the syndicate’s stabilizing bid.” Accord- 
ing to certain investment bankers, the availability of 
these practices affects their assessment of the risks 
involved in a particular offering and, ultimately, the 
consideration necessary to attract underwriters to 
commit their capital. The CBOE has promulgated the 
proposed rule change in order to allay these concerns 
so that “option transactions not impede the ability of 
issuers to raise capital or underwriters to facilitate 
orderly distributions of the underlying securities.”8 





7 Rules 10a-1 and 10b-7 under the Act operate in tan- 
dem to preclude short sales into a syndicate’s stabil- 
izing bid inasmuch as such bids are normally set on an 
exchange on a “minus” tick or a “zero minus” tick. The 
foregoing rules would not, however, prevent the writing 
of discount options on a registered options exchange. 
Furthermore, Rule 10a-1 imposes restrictions only 
upon short sales. Accordingly, bona fide long sales 
upon exercise of discount options remain outside the 
scope of the short sale rule. 


8 Form 19b-4, SR-CBOE-77-21 at 4. The importance of 
stabilization in connection with underwritten offerings 
has been recognized in past Commission actions. For 
example, in an early statement issued shortly after the 
adoption of Regulation X-9A6-1, the predecessor of 
Rule 10b-7, the Commission identified. three argu- 
ments in favor of stabilization in connection with dis- 
tributions: (i) stabilization is necessary to offset mar- 
ket “abnormalities” (i.e., temporary over-supply), in- 
herent in the very nature of public offerings; (ii) under- 
writers have an obligation to existing and prospective 
purchasers of a new issue to provide them with a ready 
market (at least over the short term) in which to sell 
their securities; and (iii) stabilization is necessary 
under the existing system of firm commitments and 
fixed price offerings in order to insure the successful 
flotation of.a new security in anything other than a 
“bull” market. See Securities Exchange Act Release 
No. 2446 (March 18, 1940) (the “1940 Release”). In con- 
nection with the third justification, the 1940 Release 
stated that stabilization was warranted to enable the 
underwriting syndicate to protect itself against a dis- 
orderly market during the distribution of the issue to 
the public. After weighing the numerous arguments 
presented with respect to stabilizing activities, the 
Commission, in the 1940 Release, announced its deter- 
mination to regulate rather than prohibit stabilization. 
This policy was continued in 1955, with the Commis- 
sion’s promulgation of Rule 10b-7, which regulates 
stabilization to facilitate an offering of securities. 
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The Commission believes that the CBOE proposal ‘is 
reasonably designed, as a prophylactic measure,? to 
ensure that discount option transactions are not en- 
tered into for manipulative purposes and do not impede 
the capital raising process. In view of the close rela- 
tionship between options and the underlying stock, the 
Commission believes that the imposition of the limited 
restrictions contemplated by the proposed rule change 
represents a reasonable exercise of the CBOE’s author- 
ity to prevent fraudulent and manipulative acts and 
practices. For the foregoing reasons, the Commission 
finds that the proposed rule change is consistent with 
the requirements of Section 610 and the rules and regu- 
lations thereunder. 


The Commission finds good cause for approving the 
proposed rule change prior to the thirtieth day after the 
date of publication of notice of filing of the amendment 
thereto, in that the amendment does not, in the Com- 
mission’s view, represent a significant substantive 
change to the proposed rule and inasmuch as notice of 
the initial version was previously published in the Fed- 
eral Register on November 15, 1977, and notice of the 
amendment thereto was previously provided in Secu- 
rities Exchange Act Release No. 14624 (March 31, 
1978). 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the proposed rule change filed 
with the Commission on October 26, 1977, as amended 
on March 27, 1978, be, and it hereby is, approved. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








9 it should be noted, however, that no evidence has 
been submitted by the CBOE in support of the pro- 
posed rule which indicates that discount option trans- 
actions have in fact impeded syndicate stabilizing 
activities in connection with previous underwritten of- 
ferings. The Commission’s staff is currently engaged 
in acomprehensive study of trading in standardized op- 
tions contracts (see Securities Exchange Act Release 
No. 14056 (October 17, 1977), 42 Fed. Reg. 56706), and 
the views and findings expressed herein may be 
subject to reconsideration after the Commission 
has had an opportunity to study the findings and con- 
clusions of that study. 


10 45 U.S.C. 78f. 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 14843/June 12, 1978 


NOTICE OF FILING AND EFFECTIVENESS OF PRO- 
POSED RULE CHANGE BY MIDWEST STOCK Ex- 
CHANGE, INCORPORATED 


File No. SR-MSE-78-14 


The Midwest Stock Exchange, Incorporated (“MSE”) 
submitted on June 7, 1978, a proposed rule change 
under Rule 19b-4 to amend its Article IV, Rule 7 to 
allow general partners or officers of MSE member 
organizations to serve on Judiciary Committees for the 
purpose of reviewing disciplinary matters. 


The foregoing rule change has become effective, pur- 
suant to Section 19(b)(3)(A) of the Securities Exchange 
Act of 1934. At any time within sixty days of the filing 
of such proposed rule change, the Commission may 
summarily abrogate such rule change if it appears to 
the Commission that such action is necessary or ap- 
propriate in the public interest, for the protection of 
investors, or otherwise in furtherance of the purposes 
of the Securities Exchange Act of 1934. 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 12, 
1978. In order to assist the Commission to determine 
whether to approve the proposed rule change or insti- 
tute proceedings to determine whether the proposed 
rule change should be disapproved, interested persons 
are invited to submit written data, views and arguments 
concerning the submission within 21 days from the 
date of publication in the Federal Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North Capi- 
tol Street, Washington, D.C. 20549. Reference should 
be made to File No. SR-MSE-78-14. 


Copies of the submission, all subsequent amend- 
ments, all written statements with respect to the pro- 
posed rule change which are filed with the Commis- 
sion, and of all written communications relating to the 
proposed rule change between the Commission and 
any person, other than those which may be withheld 
from the public in accordance with the provisions of 5 
U.S.C. §552, will be available for inspection and copy- 
ing at the Commission’s Public Reference Room, 1100 
L Street, N.W. Washington, D.C. 


For the Commission, by the Division of Market Regula- 
tion pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 34-14844/June 12, 1978 


In the Matter of 


MIDWEST STOCK EXCHANGE, INC. 
120 South LaSalle Street 
Chicago, Illinois 


(SR-MSE-78-9) 


ORDER APPROVING PROPOSED RULE CHANGE 


On March 15, 1978, the Midwest Stock Exchange filed 
with the Commission, pursuant to Section 19(b)(1) of 
the Securities Exchange Act of 1934, 15 U.S.C. 
78(s)(b)(1) (the “Act”) and Rule 19b-4 thereunder, 
copies of a proposed rule change which would reduce 
the minimum capital requirements of specialists and 
clarify the net capital requirements of market makers. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release (Secu- 
rities Exchange Act Release No. 34-14690, April 20, 
1978) and by publication in the Federal Register (43 FR 
18078, April 27, 1978). All written statements with 
respect to the proposed rule change which were filed 
with the Commission and all written communications 
relating to the proposed rule change between the Com- 
mission and any person were considered and (with the 
exception of those statements or communications 
which may be withheld from the public in accordance 
with the provisions of 5 U.S.C. §552) were made avail- 
able to the public at the Commission’s Public Refer- 
ence Room. 


The Commission finds that the proposed change is 
consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to regis- 
tered stock exchanges, and in particular, the require- 
ments of Section 6, and the rules and regulations 
thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned proposed 
rule change be, and it hereby is approved. 


For the Commission, by the Division of Market Regula- 
tion pursuant to delegated authority. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





10/SEC DOCKET 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 14845/June 12, 1978 


Administrative Proceeding File No. 3-5389 


In the Matter of 


NEW SOUTH SECURITIES, INC. 
4835 LBJ Freeway 
Dallas, Texas 


(8-18079) 


NOTICE THAT INITIAL DECISION HAS BECOME 
FINAL 


The time for filing a petition for review of the prelimi- 
nary initial decision in these proceedings has expired. 
No such petition has been filed, and the Commission 
has not chosen to review the initial decision on its own 
initiative. 


Accordingly, notice is hereby given, pursuant to Rule 
17(f) of the Commission’s Rules of Practice, that the 
initial decision of the administrative law judge has be- 
come the final decision of the Commission. The order 
contained in that decision permitting the broker-deal- 
er registration of New South Securities, Inc. to remain 
in effect pending determination of the remaining 
issues in these proceedings is hereby declared effec- 
tive. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14846/June 12, 1978 


Administrative Proceeding File No. 3-5365 


In the Matter of 


| 








DAVID LAMBERT 
3627 B. S.E. 15th Place 
Cape Coral, Florida 33904 


FINDINGS AND ORDER IMPOSING REMEDIAL SANC- 
TIONS 


In these proceedings pursuant to the Securities Ex- 
change Act of 1934 (“Exchange Act”), Respondent 
David Lambert (“Respondent”) has submitted an Offer 
of Settlement which the Commission has determined 
to accept. Solely for the purpose of these proceedings 
and without admitting or denying the allegations con- 
tained in the Order for Proceedings, Respondent con- 
sents to the findings of violations and the sanction 
contained in this Order. 


On the basis of the Order Instituting Proceedings! and 
Respondent’s Offer of Settlement the Commission 
finds: 


1. Respondent wilfully violated Sections 
17(a) of the Securities Act of 1933, 10(b) of the 
Exchange Act and Rule 10b-5 thereunder. 


2. Respondent wilfully violated or wilfully 
aided and abetted violations of Sections 7(c) 
and 7(f) of the Exchange Act and Regulations 
T and X promulgated by the Board of Gov- 
ernors of the Federal Reserve System. 


In view of the foregoing matters it is in the public inter- 
est to impose the sanction specified by Respondent in 
his Offer of Settlement. 


Accordingly, IT |S ORDERED that Respondent is barred 
from association with any broker, dealer, investment 
company or investment advisor that is registered or re- 
quired to be registered with the Commission, provided 
that after four years he may apply to become reasso- 
ciated in a non-supervisory capacity upon a showing to 
the Commission that he will be adequately supervised. 


This Order shall be effective on the second Monday fol- 
lowing the date of this Order. 


By the Commission. 


George A. Fitzsimmons 
Secretary 








1 In the Matter of Bache Halsey Stuart Shields, Inc., et 


al. (Securities Exchange Act of 1934 Release No. 14722. 


dated May 1, 1978). 


SECURITIES EXCHANGE ACT OF 1934 
Release No. 14847/June 12, 1978 


Administrative Proceeding File No. 3-5461 


In the Matter of 


DERAND INVESTMENT CORPORATION OF AMERICA 


(8-15267) 


WILLIAM A. CONWAY 


RANDALL N. SMITH 


ORDER INSTITUTING PROCEEDINGS AND IMPOSING 
REMEDIAL SANCTIONS 


In connection with a proposed administrative pro- 
ceeding, DeRand Investment Corporation of America 
(“DeRand”), a broker-dealer registered pursuant to 
Section 15(b) of the Securities Exchange Act of 1934 
(“Exchange Act”); William A. Conway (“Conway”), a 
registered principal of DeRand; and Randall N. Smith 
(“Smith”), a registered principal of DeRand have sub- 
mitted an offer of settlement which the Commission 
has determined to accept. Solely for the purpose of 
settling these proceedings and without admitting or 
denying the findings herein, DeRand, Conway and 
Smith consent to the findings and sanctions set forth 
below. 


Accordingly, IT IS ORDERED that proceedings pursu- 
ant to Sections 15(b) and 19(h) of the Exchange Act be, 
and they hereby are, instituted. 


On the basis of the order for proceedings and the offer 
of settlement, it is found that during the period from 
May 1973 to October 1976 DeRand, Conway and Smith 
failed to adequately disclose that DeRand dominated 
and controlled the market for securities of DeRand Real 
Estate Investment Trust. Furthermore, under the facts 
of this case, Respondents failed to adequately disclose 
the role that DeRand played with respect to the market 
for such securities and Respondents failed to ade- 
quately disclose the liquidity of the market for such se- 
curities. Accordingly, the Commission finds that 
DeRand, Conway and Smith wilfully violated Section 
10(b) of the Exchange Act and Rule 10b-5 thereunder. 


In their offer of settlement Respondents recite several 
mitigating factors including their reputation in the se- 
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curities business, their implementation of procedures 
of procedures to insure compliance with the securities 
laws and their cooperation in the staff’s investigation. 
In view of the foregoing, it is in the public interest to 
impose the sanctions specified in the offer of 
settlement. 


Accordingly, IT IS ORDERED that: 


1. DeRand Investment Corporation of Amer- 
ica be, and it hereby is, censured; 


2. William A. Conway be, and he hereby is, 
suspended for a period of three business 
days from association with any broker or 
dealer; and 


3. Randall N. Smith be, and he hereby is, 
suspended for a period of three business 
days from association with any broker or 
dealer. 


This order shall become effective with respect to 
DeRand and Conway on the opening of business on 
Wednesday, June 21, 1978, and with respect to Smith 
on Wednesday, June 28, 1978. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14848/June 12, 1978 


An order has been issued granting the application sub- 
mitted by the New York Stock Exchange, Inc. to strike 
from listing and registration the common stock ($1.00 
par value) of Filtrol Corporation. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14849/June 13, 1978 


In the Matter of 
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THE CHICAGO BOARD OPTIONS EXCHANGE, IN- 
CORPORATED 

LaSalle at Jackson 

Chicago, IL 60604 


(SR-CBOE-78-12) 
ORDER APPROVING PROPOSED RULE CHANGE 


On May 1, 1978, the Chicago Board Options Exchange 
Incorporated (“CBOE”) filed with the Commission, 
pursuant to Section 19(b) of the Securities Exchange 
Act of 1934, 15 U.S.C. §78a et. seq., (the “Act”), as 
amended by the Securities Act Amendments.of 1975, 
and Rule 19b-4 thereunder, copies of a proposed rule 
change to amend CBOE Rule 4.17, captioned ‘Restric- 
tion of Out-of-the-Money Options” (the “Proposal”). 
The Proposal, if adopted, would permit, in certain cir- 
cumstances, the entry of orders to purchase “deep- 
out-of-the-money” puts to offset long positions in 
either the stock underlying those puts or securities ex- 
changeable or convertible into such underlying stock. 


Notice of the Proposal, together with its terms of sub- 
stance, was given by publication of a Commission Re- 
lease (Securities Exchange Act Release No. 14725, 
May 1, 1978) and by publication in the Federal Register 
(43 Fed. Reg. 20586 (May 12, 1978)). 


The Commission finds that the Proposal is consistent 
with the requirements of the Act and the rules and reg- 
ulations thereunder applicable to registered national 
securities exchanges, and, in particular, the require- 
ments of Section 6 of the Act and the rules and regula- 
tions thereunder. 


IT IS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the Proposal be, and it hereby 
is, approved. 


For the Commission by the Division of Market Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








Tit should be noted, however, that the Commission is 
currently conducting a study and investigation of the 
options markets. Based upon the results of that study, 
it may be necessary in the future for the Commission to 
make findings contrary to the one stated herein and 
therefore to revise its position respecting exchange 


rules relating to trading in deep-out-of-the-money 
options. 











SECURITIES EXCHANGE ACT OF 1934 
Release No. 14850/June 14, 1978 


An order has been issued granting the application sub- 
mitted by the American Stock Exchange, Inc. to strike 
from listing and registration the common stock (par 
value $.10) of Universal Container Corporation. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14851 


Administrative Proceeding File No. 3-5462 


In the Matter of 


DONALD B. WOHL 
LEON SACKS 


L. J. SCHULTZ & CO. 


(File No. 8-17306) 


ORDER INSTITUTING PROCEEDINGS AND FINDINGS 
AND ORDER IMPOSING REMEDIAL SANCTIONS 


The Commission deems it appropriate that public pro- 
ceedings be instituted with respect to Donald B. Wohl 
(“Wohl”), Leon Sacks (“Sacks”) and L. J. Schultz & Co. 
(“Schultz”) pursuant to Sections 15(b) and 19(a) of the 
Securities Exchange Act of 1934 (“Exchange Act”) to 
determine whether Wohl willfully violated Section 17(a) 
of the Securities Act of 1933 (‘‘Securities Act”) and 
Section 10(b) of the Exchange Act and Rule 10b-5 
thereunder, in connection with the offer and sale of se- 
curities, and whether Sacks and Schultz failed to 
reasonably supervise persons subject to their super- 
vision with a view to preventing violations of the Secu- 
rities Act and the Exchange Act and the rules and regu- 
lations thereunder, in connection with the offer and 
sale of securities. 


Simultaneously with the institution of these proceed- 
ings, Respondents Wohl, Sacks and Schultz have sub- 
mitted unsolicited offers of settlement. Under the 
terms of their offers, Respondents, solely for the pur- 
pose of settling and terminating the matter and without 


admitting or denying the allegations and findings con- 
tained herein, consent to the findings and order of the 
Commission imposing remedial sanctions set forth 
below. 


After due consideration of the offers of settlement and 
upon the recommendation of its staff, the Commission 
has determined that it is in the public interest to accept 
such offers and, accordingly, IT |S ORDERED that such 
proceedings be, and they hereby are, instituted. 


iH) 
FINDINGS 


On the basis of the order for proceedings as to Wohl, 
Sacks and Schultz and their offers of settlement, the 
Commission makes the following findings: 


(A) Violations of the Anti-Fraud Statutes 


During the period from about August, 1975, to the date 
hereof, Wohl willfully violated Section 17(a) of the Se- 
curities Act and Section 10(b) of the Exchange Act and 
Rule 10b-5 thereunder, in that he, by use of the means 
and instrumentalities of interstate commerce and the 
mails, obtained and converted to his own use cus- 
tomers’ funds which were intended for the purchase of 
securities, which were never purchased, and in regard 
to which he issued false confirmations; and in connec- 
tion therewith, engaged in acts, practices and a course 
of business which would, and did, operate as a fraud 
and deceit upon certain persons, made untrue state- 
ments of material facts and omitted to state material 
facts necessary in order to make the statements made, 
in the light of the circumstances under which they were 
made, not misleading, and directly and indirectly, em- 
ployed devices, schemes and artifices to defraud and 
obtained money and property. As a part of the afore- 
said conduct and activities, Wohl, among other things, 
would and did: 


(1) Fail to complete purchases and deliv- 
eries of securities fully paid for and belong- 
ing to such customers; 


(2) Convert to his personal use monies paid 
to him by customers for the purchase of 
securities; 


(3) Send false confirmations of purchases 
of certain securities to customers; 


(4) Make false and misleading statements 
of material facts and omit to state material 
facts concerning, among other things: 


(a) the activities described 
graphs (1) through (3) above; 


in para- 
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(b) the use of funds received from cus- 
tomers; 


(c) the existence of arbitrage opportu- 
nities available to his customers; and 


(d) the safety of the investment in the 
securities being offered; and 


(5) Induce customers to repose trust and 
confidence in him, causing such customers 
to believe that he would deal fairly with 
them in connection with all purchases of se- 
curities. 


Accordingly, the Commission finds that the Respon- 
dent Wohl willfully violated Section 17(a) of the Secu- 
rities Act and Section 10(b) of the Exchange Act and 
Rule 10b-5 thereunder. 


(B) Failure to Supervise 


From early 1976, through October, 1977, Schultz and in 
several instances, Sacks, were aware of the large posi- 
tion held by Wohl in certain securities in his personal 
trading account and of the large size and frequency of 
trades in that account, but made no effort to determine 
from Wohl the real source of his capital for the 
purchase of those securities, which capital would have 
necessitated a financial source far in excess of Wohl’s 
financial capability. Also, Sacks and Schultz failed to 
supervise their back-office operations personnel so that 
the transfer of checks made payable to Schultz for the 
payment of securities purchased by customers of the 
firm would not be credited, as they were, to Wohl’s 
personal trading account. 


Accordingly, the Commission finds that Respondents 
Sacks and Schultz failed to reasonably supervise per- 
sons subject to their supervision with the view to pre- 
venting violations of the Securities Act and Exchange 
Act and the rules and regulations thereunder, such per- 
sons having committed violations of said provisions, 
as more particularly alleged and set forth in paragraphs 
A (1) through A (5) of Section II of this order. 


REMEDIAL SANCTIONS 


Respondents each have submitted an offer of settle- 
ment whereby they consent to the entry of an order im- 
posing certain sanctions on them. Accordingly, IT IS 
ORDERED that 


(1) Respondent Wohl be, and hereby is, 
barred from association with any broker, 
dealer, investment adviser or investment 
company. 
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(2) Respondent Sacks be, and hereby is, 
suspended for a period of 30 days from 
being associated with any broker, dealer, 
investment adviser or investment company. 


(3) The registration of Respondent Schultz 
with the Commission by suspended for a 
period of 30 days. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14852 


(S7-687 comment period expries 8/31/78) 


Filing and Reporting Requirements Relating to Institu- ! 
tional Investment Managers 


AGENCY: Securities and Exchange Commission. 


ACTION: Final rules. 


SUMMARY: The Commission announces the adoption 
of arule and form governing the reporting requirements 
of institutional investment managers exercising invest- 
ment discretion over accounts having in the aggregate 
more than $100,000,000 in exchange-traded or 
NASDAQ-quoted equity securities. Under the rule, as 
adopted, such managers are required to file a report 
within 45 days after the end of each calendar year, 
identifying those securities, the aggregate amounts 
thereof held, the nature of such investment discretion 
and any voting authority. The rule and form will imple- 
ment the institutional investment disclosure program 
as mandated by Congress and establish the Commis- 
sion as the central repository for data concerning the 
influence and impact of institutional investment man- 
agers on the securities markets. The Commission is 
also soliciting comments concerning the usefulness 
and burdens associated with quarterly reporting. 


EFFECTIVE DATE: July 31, 
August 31, 1978. 








1978. Comments by . 











ADDRESSES: Interested persons should submit their 
views and comments concerning the usefulness and 
costs associated with quarterly reporting in triplicate 
to George A. Fitzsimmons, Secretary, Securities and 
Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. All submissions should refer 
to File No. S7-687, and will be made available for 
public inspection at the Commission’s Public Refer- 
ence Section, Room 6101, 1100 L Street, N.W., Wash- 
ington, D.C. 20005. 


FOR FURTHER INFORMATION CONTACT: 


Michael S. Lichtenthal, Esq. (202-755-9034) or 
W. Scott Cooper, Esq. (202-755-1792) 
Division of Investment Management, 
Securities and Exchange Commission, 

500 North Capitol Street 

Washington, D.C. 20549. 


SUPPLEMENTARY INFORMATION: The _ Securities 
and Exchange Commission (the “Commission’”) today 
announced the adoption of Securities Exchange Act 
Rule 13f-1 [17 CFR 240.13f-1] and related Form 13F [17 
CFR 249.325], pursuant to Section 13(f) of the Secu- 
rities Exchange Act of 1934 [15 U.S.C. 78a et seq. as 
amended by Pub. L. No. 94-29 (June 4, 1975) ] (the “Ex- 
change Act”). The rule and form adopted today differ 
from the original proposal published for comment on 
March 30, 1977, in Exchange Act Release No. 13396 [42 
FR 16831] in several respects. The modifications re- 
flect the Commission’s determination to simplify its 
approach to implementation of the basic institutional 
disclosure program mandated by Section 13(f) and are 
also responsive to certain of the many comments re- 
ceived. In addition, certain technical changes have 
been made in order to clarify the reporting require- 
ments and to properly coordinate the institutional dis- 
closure program contemplated by Section 13(f) with 
the beneficial ownership rules under the Exchange Act. 


Briefly, under the rule as adopted today, an institu- 
tional investment manager exercising investment dis- 
cretion (as defined in Secton 3(a)(35) of the Exchange 
Act [15 U.S.C. 78(c)(a)(35) ] ) with respect to accounts 
having more than $100,000,000 or more in exchange- 
traded or NASDAQ-quoted equity securities on the Jast 
trading day of any of the twelve months of a calendar 
year must file annually with the Commission, and, if a 
bank, with the appropriate banking agency, within 45 
days after the last day of such calendar year, five 
copies of Form 13F. The form requires the reporting of 
the name of the issuer, and the title, class, CUSIP 
number, number of shares or principal amount in the 
case of convertible debt, and aggregate fair market 
value of each such equity security held. The form also 


requires information concerning the nature of invest- 
ment discretion and voting authority possessed. The 
rule will implement the basic institutional disclosure 
program mandated by Congress. 


BACKGROUND 


In July 1968, the Congress directed the Commission to 
make a study and investigation of the purchase, sale, 
and holding of securities by institutional investors of all 
types in order to determine the effect of those activities 
upon the maintenance of fair and orderly securities 
markets, the stability of those markets, and the inter- 
ests of issuers of securities and of the public.1 In its 
letter transmitting the Institutional Investor Study Re- 
port2 to Congress in April 1971, the Commission cited 
“gaps in information about the purchase, sale and 
holdings of securities by major classes of institutional 
investors,” and recommended that the Exchange Act 
be amended to provide the Commission with general 
authority to require, on acontinuous basis, reports and 
disclosure of securities holdings and transactions from 
all types of institutional investors. Other recommenda- 
tions for improved disclosure were made by the Presi- 
dent’s Commission on Financial Structure and Regula- 
tion (1971) and by the Senate Subcommittee on Secu- 
rities in its 1973 “Securities Industry Study.”2 


In 1975, as part of the Securities Acts Amendments of 
1975, Congress adopted Section 13(f) of the Exchange 
Act. The reporting system required by Section 13(f) is 
intended to create in the Commission a central reposi- 
tory of historical and current data about the investment 
activities of institutional investment managers, and 
thereby to advance certain objectives. First, the report- 
ing system is designed to improve the body of factual 
data available and thus facilitate consideration of the 
influence and impact of institutional investment 
managers on the securities markets and the public 
policy implications of that influence. Second, by mak- 
ing the Commission responsible for all gathering, pro- 
cessing, and dissemination of the data, Congress 





1 The study was conducted pursuant to Section 19(a) 
of the Exchange Act (Pub. L. 90-438, amended by 
91-410, September 25, 1970) [15 U.S.C. 78s(a)]. 


2 H.R. Doc. No. 64, 92d Cong., 1st Sess. 1971. 


3 Report of the Senate Subcommittee on Securities, 
Committee on Banking, Housing, and Urban Affairs, 
93d Cong., ist Sess. (Comm. Print 1973). 
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intended to permit establishment of uniform reporting 
standards and a uniform centralized data base. 


Section 13(f) of the Exchange Act empowers the Com- 
mission to adopt rules which would create a reporting 
and disclosure system to collect specific information 
concerning Section 13(d)(1) [15 U.S.C. 78m(d)(1)]° 
equity securities held in accounts over which certain 
institutional investment managers exercise investment 
discretion. It gives the Commission broad rulemaking 
authority to determine the size of the institutions re- 
quired to file reports, the format and frequency of the 
reporting requirements, and the information to be dis- 
closed in each report. The statute directs the Commis- 
sion to make available to the public, for a reasonable 
fee, a list of all equity securities described in Section 
13(d)(1) of the Exchange Act and to disseminate to the 
public the information contained in the reports. The 
Commission is also directed to consult with other 
regulatory agencies to attempt to achieve uniform, 
nonduplicative reporting by, and minimize the com- 
pliance burden on, institutional investment managers. 


As stated above, on March 30, 1977, the Commission 
published for comment proposed Rule 13f-1 and re- 
lated Form 13F. As proposed, the rules would have re- 
quired institutional investment managers exercising 
investment discretion over accounts holding in the 
aggregate at least $100,000,000 of certain equity secu- 
rities, designated “Section 13(f) securities,” to file a 
Form 13F on a quarterly basis to report certain infor- 
mation regarding those accounts. “Section 13(f) secu- 
rities” would have been defined to include all classes 
of securities described in Section 13(d)(1) of the Ex- 
change Act that are listed on a national securities ex- 
change or quoted on the automated quotation system 
of aregistered association (e.g., the NASDAQ system) 
and that are contained in the most recent list of Section 
13(f) securities published by the Commission. 


Under the proposed rule an institutional investment 
manager would have been deemed to exercise invest- 





4 See, Report of the Senate Committee on Banking, 
Housing, and Urban Affairs (Senate Report No. 75, 
94th Cong., ist Sess. 85 (1975)). 


5 Any equity security of a class which is registered 
pursuant to Section 12 of the Exchange Act [15 U.S.C. 
781], or any equity security of an insurance company 
which would have been required to be so registered 
except for the exemption contained in Section 
12(g)(2)(G) of the Exchange Act, or any equity security 
issued by aclosed-end investment company registered 
under the Investment Company Act of 1940 [15 U.S.C. 
80a-1 et seq.]. 
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ment discretion over an account not only when it had 
the power described in Section 3(a)(35) of the 
Exchange Act (which defines investment discretion) 
[15 U.S.C. 78(c)(a)(35)] but also when it was deemed 
to be the “beneficial owner” of the securities in the ac- 
count under Section 13(d) of the Exchange Act. 


Proposed Form 13F would have consisted of two 
schedules. Schedule A would have required the report- 
ing of the aggregate fair market value of all types of se- 
curities, including exempted securities, held by the ac- 
counts over which the manager exercises investment 
discretion, broken down by type of account. Schedule 
B would have required information as to the number of 
shares and fair market value of each issue of Section 
13(f) securities held by each type of account, as well as 
the institutional investment manager’s voting authority 
with respect to such securities. Information about 
holdings of less than 10,000 shares or $200,000 would 
not have been required to be reported except in the 
aggregate on Schedule A. 


REVISION OF THE PROPOSED RULE 


In publishing the proposed rule for comment, the Com- 
mission recognized that a reporting system such as the 
one envisioned by Section 13(f) could involve signifi- 
cant costs to institutional investors, as well as unfore- 
seen complications. Therefore, the Commission 
sought views “not only on the specific proposals set 
forth, but also on how the Commission can best imple- 
ment 13(f).” Specifically, the release posed ten ques- 
tions designed to elicit comment about. the proper 
scope of the institutional disclosure program. Topics 
covered by the questions included the desirability of 
collecting additional information as authorized by Sec- 
tion 13(f) (such as detailed information about securi- 
ties not traded on an exchange or reported on 
NASDAQ, transactional data, and aggregate purchases 
and sales); the frequency of reporting; the appropriate- 
ness and importance of reporting by type of account; 
and the $100,000,000 reporting threshold. 


The Commission received approximately 70 letters of 
comment on the rule proposal, mostly from those who 
would be directly affected. The Commission also con- 
sulted with numerous other governmental agencies as 
mandated by the statute. After careful consideration of 
all comments, and after careful reexamination of the 
program in light of the fundamental objectives of the 
legislation and the anticipated uses for the data to be 
collected, the Commission decided to simplify the pro- 
gram. As adopted, Rule 13f-1 wiil implement the basic 
institutional disclosure program mandated by 





6 Rule 13d-3 [17 CFR 240.13d-3] defines beneficial 
owner for purposes of Section 13(d). 














Congress, and allow the Commission, and those af- 
fected by and interested in the program, to gain expe- 
rience with its operation before any final decisions are 
reached on the ultimate scope of the program. Follow- 
ing is a summary of the comments and explanation of 
the changes in the rule under topic headings which 
correspond generally to the major subjects covered by 
the ten questions posed in Exchange.Act Release No. 
13396. 


Basic coverage of the rule: reporting threshold and fre- 
quency and content of reports 


Many commentators asserted that compliance with the 
program would be expensive and burdensome and 
argued that, at least initially, the reports should be 
made as simple as possible. Most favored reporting 
annually rather than quarterly, eliminating reporting by 
type of account, and leaving the reporting threshold at 
$100,000,000. 


The Commission has determined that it is appropriate 
at this time to impose only that reporting burden which 
is necessary to satisfy the statutory requirement that 
the Commission establish a centrally located, and pub- 
licly disclosed, body of information about the extent of 
holdings by major institutions of equity securities of 
publicly held companies which have significant mar- 
kets. The Commission believes that this objective will 
be achieved if investment managers of accounts con- 
taining $100,000,000 or more of exchange-traded and 
NASDAQ-quoted securities file annual reports identify- 
ing their holdings of those securities. As the Commis- 
sion, reporting entities, and persons interested in the 
information reported gain experience with the system, 
the Commission will be in a better position to evaluate 
the need for or interest in expanding the reporting 
group, increasing the frequency of reports, and collect- 
ing additional information. 


Steps Taken to Avoid Duplicative Reporting 


The release publishing the original proposal also solic- 
ited comments on possible steps which could be taken 
to avoid unnecessary duplicative reporting by, and 
minimize the compliance burden on, institutional in- 
vestment managers. A large number of comment 
letters alluded to the fact that duplicative reporting 
would exist under the proposed rule and the beneficial 
ownership rules under Section 13(d) of the Exchange 
Act.” Many commentators argued that the proposed 





7 Generally, Section 13(d) requires a report by any 
person (or group of persons) who, as a result of an 
acquisition, becomes the beneficial owner of more 
than five percent of certain classes of equity securities 
of certain issuers. 


rule would result in unnecessary duplicative reporting 
to government agencies. Banks pointed out that they 
file similar reports with the Comptroller of the Cur- 
rency; insurance companies indicated that they file 
with state regulatory agencies; and investment ad- 
visers stated that investment companies they manage, 
which are registered under the Investment Company 
Act of 1940 [15 U.S.C. 80a-1 et seq.], are required to 
file quarterly reports with respect to their securities 
holdings. 


Consultation with other Government Agencies. Section 
13(f) as noted above, required extensive consultation 
with other federal and state agencies that have the au- 
thority to require reports of a similar nature to those 
that might be required under Section 13(f). The Com- 
mission and other agencies have made extensive ef- 
forts to avoid unnecessary duplication, but, neverthe- 
less, there will remain significant overlaps in reporting. 
Many agencies which collect information about institu- 
tional securities holdings have found that they have 
been unable to eliminate reporting requirements be- 
cause their reports are designed to meet particular 
needs. The reason lies in the fact that each agency that 
collects related data has a perceived independent regu- 
latory reason for collection and has a population from 
which it collects information which is broader than the 
group within the scope of Section 13(f). Furthermore, 
generally, except with respect to the Trust Department 
Report Form which is filed with the federal banking 
agencies and reports subject to the Comptroller of the 
Currency’s reporting requirements set forth in §9.102 of 
Regulation 9 [12 CFR 9.102, 39 FR 28144], there is little 
overlap with 13(f), because the primary interest of 
many other regulators is in who controls regulated en- 
tities and not investment discretion. Since the Trust 
Department Report Form collects information which is 
different from that which would be collected under 
Rule 13f-1, the banking agencies have concluded that 
receipt of the latter would not permit elimination of the 
former. However, the Comptroller of the Currency has 
announced the elimination of its quarterly report of 
equity securities transaction (form CC-7510-04) effec- 
tive after the third quarter of this year, and also the 
elimination of its annual report of holdings of equity 
securities (Form CC9g510-05). 


Coordination of the reporting requirements under Sec- 
tions 13(f) and 13(d). As mentioned above, many com- 
mentators indicated that duplicative reporting would 
exist under Sections 13(f) and 13(d). They pointed out 
that the overlap would occur principally because the 
definition of investment discretion in proposed Rule 
13f-1 included the concept of beneficial ownership 
under Section 13(d), and the definition of beneficial 
ownership under Section 13(d) included the concept of 
investment power. Therefore, an institutional invest- 
ment manager with a portfolio of Section 13(f) securi- 
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ties exceeding $100,000,000 whose accounts acquired 
more than a five percent interest in a class of securities 
of an issuer would be subject to the reporting require- 
ments under both Sections 13(f) and 13(d). 


The Commission included “beneficial ownership” in 
the definition of investment discretion in the proposed 
rule in an effort to minimize the burden on institutions 
which might be required to report under both Section 
13(d) and Section 13(f). However, many commentators 
perceived problems with this approach, and the Com- 
mission has determined that it is unnecessary to aug- 
ment the statutory definition in Section 13(f). Accord- 
ingly, the concept of beneficial ownership has been 
deleted from the rule as adopted. 


Many commentators discussed the overlap between 
Sections 13(d) and (g),8 and it was concluded variously 
that those who filed under Section 13(d) should be 
exempted from Section 13(f); those who reported under 
Section 13(f) should be exempted from Section 13(d); 
or that Section 13(f) should serve as the exclusive 
reporting obligation for institutional investors dis- 
claiming any intention of investing for purposes of in- 
fluencing control or management. Section 13(f) and the 
beneficial ownership reporting requirements have dif- 
ferent purposes, and it is not possible to eliminate all 
overlap by making one or the other exclusive. However, 
the Commission has attempted to make the require- 
ments compatible to the extent possible. Accordingly, 
the requirements of Schedule 13G, the newly adopted 
“short form” beneficial ownership reporting form for 
certain institutions? may be partially satisfied by at- 
taching pertinent information from Form 13F. 





8 After Rule 13f-1 was proposed for comment, 
Congress adopted the Domestic and Foreign 
Investment Improved Disclosure Act of 1977 [Title II of 
Pub. L. 95-213]. Among other things, this legislation 
added new Section 13(g) to the Exchange Act which 
modifies and supplements the existing beneficial 
ownership requirements of Section 13(d). 


9 On April 21, 1978, the Commission announced the 
amendment of beneficial ownership rules under 
Section 13(d) and Schedule 13D [17 CFR 240.13d-101] 
which were adopted on February 24, 1977, and 
scheduled to take effect on April 30, 1978, as well as a 
new Schedule 13G and the rescission of Form 13D-5 
[17 CFR 240.13d-102]. Proposed Schedule 13G would 
correspond to former Form 13D-5. However, certain 
substantive changes have been made in order to 
achieve a more satisfactory balancing of the costs and 
benefits attendant to the disclosure elicited 
thereunder, and insurance companies would now be 
eligible to use the form [See Exchange Act Release No. 
14692]. 
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Since applicable portions of Form 13F could be at- 
tached in partial satisfaction of Schedule 13G, the 
Commission has decided to conform the filing require- 
ments of Form 13F to those of Schedule 13G. There- 
fore, Form 13F will be required to report holdings as of 
the last day of the year and to be filed 45 days there- 
after.'Y The extension of the time for filing from 30 
days to 45 days is consistent with the views of a num- 
ber of commentators who indicated that the 30 day fil- 
ing requirement created an undue burden. 


As proposed, and as adopted today, Rule 13f-1 states 
that ‘an institutional investment manager shall also be 
deemed to exercise ‘investment discretion’ with re- 
spect to all accounts over which any person under its 
control exercises investment discretion.” A few com- 
mentators recommended that a bank trust department 
consistently exercising investment discretion with no 
interference from its holding company be excepted 
from this provision and be treated independently both 
for purposes of applying the $100 million jurisdictional 
test and the filing requirements. They reasoned that 
the bank trust department is the entity responsible in 
fact for exercising investment discretion. However, the 
Commission has determined not to amend that portion 
of the rule proposal, and, therefore, not to except bank 
trust departments from the rule’s applicability, for two 
reasons. First, this requirement is consistent with the 
approach taken in the beneficial ownership rules and 
proposed rules under Sections 13(d) and 13(g) which 
facilitates coordination of the various reporting re- 
quirements. If Rule 13f-1 did not require reporting by 
control persons and the beneficial ownership reporting 
requirements did, information in Form 13F reports 
would in many cases not be usable by an institutional 
manager in partially fulfilling its obligations under 
13(d) and 13(g).11 Second, taking the position that 
control persons exercise discretion with respect to se- 
curities which may be under the direct management of 
controlled persons is more realistic and more consis- 
tent with the purposes of the institutional disclosure 
legislation. With respect to bank holding companies, it 





10 jt should be noted that, if beneficial ownership 
exceeds ten percent as of the last day of any month 
during the year, a Schedule 13G would also be required 
to be filed within 10 days after the first such month. 


11 Elimination of “beneficial ownership” from the 
definition of “investment discretion” in Rule 13f-1 does 
not affect the usefulness of Form 13F for purposes of 
reporting beneficial ownership. To the extent an 
institutional investment manager was required to 
report beneficial ownership securities, and 13F report 
as to those securities might still partially fulfill its 
reporting requirement. 











appears to the Commission that, although a bank trust 
department may manage its portfolio independently of 
the holding company’s influence most of the time, ulti- 
mately the holding company has control over the trust 
department’s personnel as well as its entire organiza- 
tional structure. To clarify these points, the Commis- 
sion has added an instruction to Form 13F which indi- 
cates that controlling and controlled-companies (such 
as bank holding companies and their subsidiaries) 
shall report their investment discretion as shared (See 
Special Instruction v (Item 6) of Form 13F). When two 
institutional investment managers share discretion as 
to certain securities, one must report for both, and the 
ae: must file a statement identifying who is filing for 
it. 


Technical Modifications. The rule, as originally pub- 
lished for comment, contained an instruction providing 
a de minimis exemption for aggregate holdings of 
fewer than 10,000 shares or less than $200,000 princi- 
pal amount or fair market value. A holding of fewer 
than 10,000 shares may have a market value in excess 
of $200,000, and therefore have the potential to impact 
upon the market. Consequently, the Commission has 
made the de minimis exemption available only for 
holdings of fewer than 10,000 shares and less than 
$200,000 principal amount and fair market value. 


As published for comment, Rule 13f-1(c) stated that if 
“a person controls the issuer of a class of equity secu- 
rities described in Section 13(d)(1) of theExchange Act, 
that security shall be deemed not to be a ‘Section 13(f) 
security’ with respect to the controlling person.” The 
purpose of including such an exemptive provision in 
the rule was to insure that large multitiered companies, 
or holding companies controlling certain public corpo- 
rations, would not be required to report if the stock of 
the issuer which it controlled was exchange-traded or 
NASDAQ-quoted and worth over $100 million. It was 
felt that the rule was not meant to cover such parent- 
subsidiary relationships. However, an_ institutional 
investment manager, otherwise required to report be- 
cause it exercises investment discretion over ex- 
change-traded or NASDAQ-quoted equity securities 
worth over $100 million, could also have significant 
holdings in a particular company, and thereby control 
it. The Commission does not believe that such signifi- 
cant holdings were meant to be excluded from the 





12 item 6 of Form 13F, as well as Special Instructions 
iv and v, while not included in the original rule as 
published for comment, clarify that institutional 
investors, reporting on behalf of others with whom 
investment discretion is shared, must segregate the 
shares of each such institutional investor on whose 
behalf the report is filed. See, OPERATION OF THE 
RULE. 


reporting requirements altogether. Therefore, the rule 
has been modified to require that an institutional 
investment manager, otherwise required to report, 
must include in its reports the shares of an issuer 
which it controls. 


A number of commentators stated that General In- 
struction B to proposed Form 13F ought to be clarified 
to indicate which institutional investment manager is 
responsible to report where two or more managers 
exercise investment discretion with respect to the 
same account. Under that instruction, only one institu- 
tional investment manager is to file a report with 
respect to such an account. Therefore, for example, it 
would be possible for an investment adviser, meeting 
the jurisdictional test itself, to report for all of the in- 
vestment companies it manages, or any investment 
company with over $100 miilion in 13(f) securities to 
report itself. To minimize the reporting burden, the 
Commission believes that such affiliated institutional 
investors should be permitted flexibility to file either 
one report through their investment adviser, or to file 
separately. Therefore, although General Instruction B 
has not been changed, several “Special Instructions” 
have been added to the Form which should serve to 
clarify the relationships between affiliated institutional 
investment managers and the Section 13(f) securities 
reported on Form 13F. (See OPERATION OF THE 
RULE). 


Exemptions. Another area in which the Commission 
sought specific comment was whether it would be con- 
sistent with the purposes of Section 13(f) for the Com- 
mission to exempt from the requirements of that sec- 
tion institutional investment managers exercising 
investment discretion outside the United States with 
respect to accounts held outside the United States. As 
proposed, the rule contained no such exemption. The 
Commission received a number of letters from com- 
mentators taking the position that such managers 
should properly be exempt since it would be very bur- 
densome and expensive to collect information con- 
cerning such accounts, and since such information 
would not, in general, significantly affect the data re- 
ported concerning United States accounts. In that re- 
gard, it was suggested by one commentator that the 
rule contain ade minimis exemption for managers hav- 
ing a very small percentage of their business with 
foreign accounts. The Commission also received a 
number of comments indicating that it would not be 
appropriate to exempt managers from reporting infor- 
mation concerning such foreign accounts when such 
accounts are comprised of United States securities, 
since investments by such accounts may have an im- 
pact upon United States markets. The Commission 
agrees with the latter view and has determined not to 
exempt such accounts as a class. It should be noted, 
however, that Section 13(f)(2) provides that the 
Commission may be rule or order exempt any institu- 
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tional manager or security individually from any or all 
provisions of the section or the rules thereunder under 
the proper circumstances. 


Several commentators indicated that college endow- 
ment funds and other non-profit institutions should be 
exempt from the reporting requirements under Section 
13(f). They reasoned that such institutions are already 
burdened with numerous government reports and that 
the value of the information which would be collected 
from such institutions would be minimal since very few 
would be directly affected. The Commission has deter- 
mined not to exempt such institutions from the report- 
ing requirements under 13(f) because the Commission 
believes that any such institution holding sufficient 
Section 13(f) securities to meet the threshold reporting 
requirements under the rule would have the same po- 
tential to impact upon the market as other large institu- 
tional investors. Further, in light of the revisions made 
to the original proposal, the Commission does not be- 
lieve that the reporting requirements would impose an 
onerous burden on the affected organizations. 


Data Availability. The release publishing Rule 13f-1 for 
comment also solicited views on whether reports 
should be required to be filed in machine processable 
form, such as computer cards. Most commentators 
were against such a requirement since it would be par- 
ticularly burdensome for those without computer capa- 
bility; others suggested computer tape, and others 
preferred to have an option. In light of those com- 
ments, and since it would be difficult to obtain tape in 
a form compatible with its own computer system, the 
Commission has determined that it would be prefer- 
able to receive reports in hard copy form. This would 
also enable the Commission to fulfill its obligation to 
make re reports conveniently available “promptly after 
filing.” 


The Commission sought public comment concerning 
useful methods of public dissemination to investors, 
issuers, and other institutional investment managers. 
Several commentators suggested computerizing the 
information and making tapes or discs available to the 
public at cost. A few commentators indicated that the 
information should be published in the Commission’s 
Digest and/or Statistical Bulletin. Comments were 
also received from a few vendors who felt that the 
Commission should leave the task of dissemination to 
competing outside firms which would publish the data 
for sale to the public. 





13 Section 13(f)(3) directs the Commission to tabulate 
the information contained in the reports and make it 
available to the public conveniently and promptly. 
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The Commission intends to make the reports which are 
filed immediately available to the public at the Com- 
mission’s Public Reference Room, 1100 L Street, 
Washington, D.C. 20549. In addition , approximately 60 
days after the forms are filed, the Commission intends 
to produce reports which will provide (1) a list of insti- 
tutions showing what securities each exercises invest- 
ment discretion or voting authority over, and (2) a list 
of exchange-traded and NASDAQ-quoted securities, 
showing what institution exercises discretion and 
voting authority over what amount (i.e., the Commis- 
sion will identify the securities over which a particular 
institution exercises investment discretion and the in- 
stitutions which exercise investment discretion and 
have voting authority over the securities of a specified 
corporation). The Commission will continually review 
the methods utilized to disseminate the data to the 
public in an effort to insure that the information is 
readily accessible. 


OPERATION OF THE RULE 


The following discussion is included in order to assist 
all interested persons in their understanding of and 
compliance with the filing and disclosure provisions of 
Rule 13f-1 and related Form 13F adopted herein. How- 
ever, attention is directed to the actual text of the rule 
and form for a more complete understanding. To 
illustrate the rule’s operation, the following discussion 
examines its applicability to an investment adviser 
exercising investment discretion with respect to ac- 
counts having more than $100,000,000 in Section 13(f) 
securities. 


Under the rule, an investment adviser exercising 
investment discretion with respect to accounts having 
more than $100,000,000 in Section 13(f) securities at 
the end of a month would be required to file Form 13F 
with the Commission containing information relating 
to those accounts. In addition, if one of those accounts 
contained more than $100,000,000 in Section 13(f) 
securities itself, and the account was other than a na- 
tural person, that account (e.g., an investment com- 
pany) would also be subject to the rule’s reporting re- 
quirements. In such a case, the instructions indicate 
that either the adviser or the investment company 
could file with respect to the securities in such ac- 
count, but not both. If the investment adviser were to 
file on behalf of the investment company account it 
would indicate on the cover page of the form the name 
and 13(f) file number (which will be assigned after the 
first reports are filed) of the investment company on 
whose behalf it is filing. At the same time the invest- 
ment company whose securities are reported by the in- 
vestment adviser would file an information statement 
naming the entity reporting on its behalf. 


With respect to the reporting of information as to those 
accounts of the investment adviser having less than 











$100,000,000 in Section 13(f) securities, and as to 
which the investment adviser has sole investment dis- 
cretion, the information would be aggregated, and 
each security would be separately listed, including the 
name of the issuer, title and class, CUSIP number, fair 
market value, number of shares and type of voting 
authority. 14 

If the investment adviser were to report on behalf of an 
investment company, or any other institutional invest- 
ment manager with whom there is shared investment 
discretion (See Special Instruction iv), additional seg- 
regations would be necessary. This would be the case 
whether or not the investment company had assets 
valued at $100,000,000 or more. For example, an in- 
vestment adviser might report on one line that it has 
sole investment discretion with respect to 1,000 shares 
of XYZ stock (in the aggregate). The investment adviser 
might report on the next line that it has shared invest- 
ment discretion (Item 6(b)) with an investment com- 
pany with respect to 2,500 shares of XYZ stock (in such 
case it would name the investment company on the 
cover page if it was reporting on its behalf, and place 
the number from the cover page in response to Item 7). 
On the next line, the investment adviser might report, 
in response to Item 6(c), that it has shared investment 
discretion with another investment adviser (which ad- 
viser has less than $100,000,000 under management) 
with respect to another 3,000 shares of XYZ stock.15 In 
all of the above cases responses to Items 4-8 would be 
set forth separately (Special Instructions iv and v). The 
foregoing examples would also be applicable to other 
situations. (See special Instruction v (Item 6)). 


AVAILABILITY OF LIST OF 13(f) SECURITIES 


Pursuant to Section 13(f)(3) of the Exchange Act, the 
Commission intends to publish a list of Section 13(f) 
securities in order to facilitate a determination by an 
institution as to whether it is required to report under 
the rule. This list will normally be available to anyone 
for a reasonable fee from the Securities and Exchange 
Commission, 500 North Capitol Street, Washington, 
D.C. 20549, 15 days after the end of the calendar year. 
However, for the year 1978, a list will be available as 
soon as possible after the effective date of the rule in 





14 if there is sole voting authority with respect to 
certain shares, and shared authority with respect to 
others, the number of each such shares would be set 
forth separately under Item 8. 


15 In such case it would not have to respond to Item 7 
because it would not be reporting on behalf of that 
adviser since that adviser does not meet the threshold 
reporting requirements. 


order to provide adequate lead time for institutions af- 
fected by the rule to program their computers. A final 
list for the 1978 calendar year will be available within 
15 days after the end of the calendar year. 


REQUEST FOR COMMENT 


Virtually all the responses to the Commission’s request 
in Release No. 34-13396 for public views on the fre- 
quency of reports were in favor of annual rather than 
quarterly reporting. However, quite recently the Com- 
mission has received several letters arguing in favor of 
quarterly rather than annual reporting. These com- 
mentators have pointed to the fact that quarterly data 
would provide information to brokers and institutional 
trading desks to facilitate the function of block trading 
and enhance the liquidity of the marketplace. They 
have also stated that quarterly reporting would provide 
more complete information to corporations concerning 
their stockholdings since annual reports would rapidly 
become outdated. On the other hand, many of those 
commenting on the original proposal indicated that 
quarterly reporting would be overly burdensome. Since 
the original proposal was based on a different and 
more complex form, the Commission believes that 
interested persons should have the opportunity to 
comment on the usefulness of quarterly reporting of 
the information to be collected on the more simplified 
form the Commission is now adopting, as well as the 
burdens and costs associated therewith.16 with re- 
spect to costs, the Commission would appreciate de- 
tailed information on direct and indirect costs, and 
Start-up costs and continuing costs. In addition to 
comments on the merits of annual as opposed to more 
frequent reporting, the Commission requests comment 
on whether a change in the frequency of reporting, if 
any, should be made for the first calendar quarter of 
1979 or should be delayed until after experience has 
been gained with the operation of the rule. All inter- 
ested persons are invited to submit their written views 
to the Commission by August 31, 1978. 


CERTAIN FINDINGS 


As required by Section 23(a)(2) of the Exchange Act [15 
U.S.C. 78w(a)(2) ], the Commission has considered the 
impact which the rule and form adopted herein would 
have on competition. The Commission has found that 
the preparation and disclosure of information pursuant 
to Rule 13f-1 will not significantly burden competition. 





16 The Commission will also give attention to the 
relationship of the quarterly reports on Form N-1Q filed 
by investment companies under the Investment 
Company Act of 1940 [17 CFR 274.106] to the 
institutional investor disclosure program. 
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Furthermore, the Commission has determined that any 
possible resulting competitive burden will be out- 
weighed by, and is necessary and appropriate to 
achieve, the benefits of this information to investors. 


As mandated by Section 13(f)(4), in exercising its au- 
thority under Section 13(f) the Commission has deter- 
mined that its action is appropriate in the public inter- 
est and for the protection of investors. In the release 
publishing proposed Rule 13f-1 for comment the Com- 
mission specifically invited comments as to the steps 
the Commission could take to minimize the compli- 
ance burden. As explained above, a number of revi- 
sions have been made to reduce the burden on institu- 
tional investors. The Commission finds that the cost of 
the rules adopted herein are not unreasonable in light 
of the purposes of the statute. 


AUTHORITY; EFFECTIVE DATE 


The Commission hereby adopts Rule 13f-1 and Form 
13F, effective July 31, 1978, pursuant to the authority 
set forth in Sections 3(b), 13(f) and 23 of the Exchange 
Act [15 U.S.C. 78c(b), 78m(f) and 78w]. The Commis- 
sion finds that any changes in the rule and form 
adopted from those published in Release No. 34-13396 
[42 FR 16381] are either technical in nature or are less 
burdensome than previous requirements, so _ that 
further notice and rulemaking procedures pursuant to 
the Administrative Procedure Act [5 U.S.C. 553 et seq.] 
are not necessary. However, the Commission has de- 
cided to submit this rule to the Comptroller General for 
such review as may be appropriate under the Federal 
Reports Act [44 U.S.C. 3512]. The effective date of this 
rule accordingly reflects inclusion of the 45-day period 
which that statute allows for such review [44 U.S.C. 
3512(c)(2)]. 


Accordingly, Parts 240 and 249 of Title 17 of the Code of 
Federal Regulations are amended by adding 
§§240.13f-1 and 249.325 as follows. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





§240.13f-1 Reporting by institutional investment 
managers of information with respect to accounts over 
which they exercise investment discretion. 
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(a) Every institutional investment manager which exer- 
cises investment discretion with respect to accounts 
holding section 13(f) securities, as defined in para- 
graph (c) of this section, having an aggregate fair 
market value on the last trading day of any month of 
any calendar year of at least $100,000,000 shail file a 
report on Form 13F [§249.325 of this chapter] with the 
Commission within 45 days after the last day of such 
calendar year. 


(b) For the purposes of this rule, “investment discre- 
tion” has the meaning set forth in section 3(a)(35) of 
the Act [15 U.S.C. 78c(a)(35) ]. An institutional invest- 
ment manager shall also be deemed to exercise “in- 
vestment discretion” with respect to all accounts over 
which any person under its control exercises invest- 
ment discretion. 


(c) For purposes of this rule “section 13(f) securities” 
shall mean equity securities of a class described in 
section 13(d)(1) of the Act that are admitted to trading 
on a national securities exchange or quoted on the 
automated quotation system of a registered securities 
association. In determining what classes of securities 
are section 13(f) securities, an institutional investment 
manager may rely on the most recent list of such secu- 
rities published by the Commission pursuant to 
section 13(f)(3) of the Act [15 U.S.C. 78m(f)(3)]. Only 
securities of a class on such list shall be counted in 
determining whether an institutional investment man- 
ager must file a report under this rule [240.13f-1(a)] 
and only those securities shall be reported in such 
report. Where a person controls the issuer of a class of 
equity securities which are “section 13(f) securities” as 
defined in this rule, those securities shall not be 
deemed to be “section 13(f) securities” with respect to 
the controlling person, provided that such person does 
not otherwise exercise investment discretion with re- 
spect to accounts with fair market value of at least 
$100,000,000 within the meaning of paragraph (a) of 
this section. 


§249.325 Form 13F, report of institutional investment 
manager pursuant to section 13(f) of the Securities Ex- 
change Act of 1934. 


This form shall be used by institutional investment 
managers which are required to furnish reports pursu- 
ant to section 13(f) of the Securities Exchange Act of 
1934. [15 U.S.C. 78m(f)] and Rule 13f-1 thereunder 
[§240.13f-1 of this Chapter]. 


Form 13F For Reports of Institutional Investment Man- 
agers Pursuant to Section 13(f) of the Securities Ex- 
change Act of 1934 and Rule 13f-1 thereunder. 


GENERAL INSTRUCTIONS 
A. Rule as to Use of Form 13F. Form 13F shall be 
used for reports of institutional investment managers 











(“Managers”) required to be filed by section 13(f) of the 
Securities Exchange Act of 1934 [15 U.S.C. 78m/(f)] 
and Rule 13f-1 [17 CFR 240.13f-1] thereunder. 


B. Rules to Prevent Duplicative Reporting. \f two or 
more Managers, each of which is required by Rule 13f-1 
to file a report on Form 13F for the. reporting period, 
exercise investment discretion with respect to the 
same securities, only one such Manager shall include 
information regarding such securities in its reports on 
Form 13F. Such Manager shall name any other Man- 
ager with respect to which the filing is made in the 
manner described in Special Instruction i. Any Mana- 
ger having any securities over which it exercises in- 
vestment discretion reported by another Manager or 
Managers shall file a cover page and a separate page 
indicating the name of the entity or entities reporting 
on its behalf. If such other Manager or Managers report 
for only part of the securities with respect to which a 
Manager has investment discretion, the Manager shail 
complete the form with respect to securities not other- 
wise reported. 


C. Filing of Form 13F. Five copies of Form 13F shall 
be filed with the Commission within 45 days after the 
end of the calendar year 1978 and each calendar year 
thereafter. As required by section 13(f)(4) of the Act, a 
Manager which is a bank, the deposits of which are in- 
sured in accordance with the Federal Deposit Insur- 
ance Act, shall file with the appropriate regulatory 
agency a copy of every report filed with the Commis- 
sion pursuant to this subsection by or with respect to 
such bank. The appropriate regulatory agency with 
which a copy of this report is to be filed for: 


(1) a national bank or a subsidiary of any 
bank or bank operating under the Code of 
Law for the District of Columbia or a sub- 
sidiary of any such bank is the Office of the 
Comptroller of the Currency, Administrator 
of National Banks, Washington, D.C. 20219; 


(2) a state member bank of the Federal 
Reserve System or a subsidiary of any such 
bank or a bank holding company which is a 
bank (other than a bank which is required to 
file with the Comptroller of the Currency or 
the Federal Deposit Insurance Corporation) 
is the Board of Governors of the Federal Re- 
serve System, Washington, D.C. 20551; 


(3) a bank insured by the Federal Deposit 
Insurance Corporation (other than a bank 
which is a member bank of the Federal Re- 
serve System) or a subsidiary thereof is the 
Federal Deposit Insurance Corporation, 
Washington, D.C. 20429. 


D. Confidentiality. Pursuant to section 13(f)(3) of the 
Act [15 U.S.C. 78m(f)(3)], the Commission shall not 
disclose to the public information identifying the secu- 
rities held by the account of a natural person or an 
estate or trust (other than a business trust or invest- 
ment company). Therefore, a Manager shall submit a 
separate statement clearly identifying that information 
with reference to the appropriate Item and name of 
issuer, title, class and CUSIP number, including suffix 
and check digit. 


In addition, the Commission may, as it determines 
necessary or appropriate in the public interest, delay or 
prevent public disclosure of any information filed 
under section 13(f) of the Act, in accordance with 
section 552 of Title 5, United States Code [5 U.S.C. 
552]. Requests for delay or prevention of public dis- 
closure should identify clearly the information for 
which the request is made, as well as the provision(s) 
of section 552 of Title 5, United States Code, upon 
which the request is based and should include a state- 
ment setting forth the request and the reasons for the 
applicability of such provision(s). 


E. List of 13(f) Securities. The list of 13(f) securities 
can be obtained at a reasonable fee from the Securities 
and Exchange Commission, 500 North Capitol Street, 
Washington, D.C. 20549. 


SPECIAL INSTRUCTIONS 


i. If this form is used to report with respect 
to more than one Manager, the list of all such 
Managers (other than the one filing this form) 
required to be on the cover page shall be in 
alphabetical order and numbered consecu- 
tively. 


ii. In calculating fair market value, use the 
value on the last trading day of the calendar 
year. Values may be rounded to the nearest 
one thousand dollars. 


iii. The Manager filing the report must re- 
port holdings of all classes of securities ap- 
pearing in the most recently published list of 
section 13(f) securities, except that holdings 
of fewer than 10,000 shares (or less than 
$200,000 principal amount in the case of con- 
vertible debt securities) and less than 
$200,000 aggregate fair market value (and op- 
tion holdings to purchase only such 
amounts) need not be reported. 


Holdings of options must be reported only if 
the options themselves are section 13(f) se- 
curities. For purposes of the $100,000,000 
reporting threshold, only the value of such 
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options should be considered, not the value 
of the underlying shares. However, the re- 
sponses to Items 1-5 and 7-8 shall be given in 
terms of the securities underlying the op- 
tions, not the options themselves. Item 6 
shall be answered in terms of the discretion 
to exercise the option. A separate segrega- 
tion in respect of securities underlying op- 
tions shall be made in response to each of 
the items, coupled with a designation “(p)” or 
“(c)” following such segregated response to 
Item 5, referring to securities subject respec- 
tively to put and call options. No response to 
Item 8 need be given for securities subject to 
reported call options. 


iv. In responding to Items 4-8, list securi- 
ties of the same issuer and class with respect 
to which the Manager exercises sole invest- 
ment discretion separately from those with 
respect to which investment descretion is 
shared. The instructions for Item 6 describe 
in detail how to report shared investment dis- 
cretion. 


v. Instructions for each Item. 


Item 1. Give the name of the issuer for each 
class of security reported as it appears in the 
current list of section 13(f) securities pub- 
lished by the Commission. 


Item 2. Give the title of class of the security 
reported as it appears in the current list of 
section 13(f) securities published by the 
Commission. 


Item 3. Give the 6-digit issuer CUSIP num- 
ber, the 2-digit issue number suffix, and the 
1-digit check digit. 


Item 4. Give the market value of the holding 
of the particular class of security as pre- 
scribed by Special Instruction ii. 


Item 5. Give the total number of shares of:a 
class of security or the principal amount of 
such class. 


Item 6. This item requires the report of 
holdings of securities of a class to be segre- 
gated according to the nature of the invest- 
ment discretion which may be exercised as to 
such securities. Accordingly, unless the 
reporting manager exercises sole investment 
discretion with respect to all such securities, 
do not report as to such securities in the ag- 
gregate, but divide the report as to such se- 
curities in the manner described below. 
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1. Segregate aggregate shares as to which 
sole investment discretion is exercised, and 
report them on one line. Check column 6(a). 


2. Then segregate shares as to which in- 
vestment discretion is shared in the manner 
described below: 


(1) controlling and controlled companies 
(such as bank holding companies and their 
subsidiaries); 


(2) investment advisers and investment 
companies advised by them; and 


(3) insurance companies and their sepa- 
rate accounts. 


3. Further segregate shares as to which 
investment discretion is shared in the manner 
described in the preceeding instruction to 
separately identify each instance in which 
investment discretion is shared with another 
manager on behalf of whom this report is 
filed. Report each such instance on separate 
lines, and check column 6(b) in each case 
(see instructions for Item 7). On a separate 
line report in the aggregate shares as to 
which investment discretion is shared in the 
manner described in the preceeding instruc- 
tion with any other person, and check column 
6(b). 


4. Follow the procedure described in the 
preceeding instruction for reporting instance 
in which investment discretion is shared in a 
manner other than that described in 2 above 
(a 6(c) response). 


Item 7. The reporting Manager shall identify 
those other Managers on whose behalf this 
report is being filed in this column by filling 
in the number assigned to such Manager on 
the cover page (not its name or 13F file num- 
ber). This number shall appear, in this 
column, opposite the segregated responses 
to Items 4, 5 and 8 (and the relevant indica- 
tion of shared discretion set forth in Item 6) 
as required by the preceding instruction. No 
other names or numbers should be placed in 
Item 7. 


Item 8. The Manager shall report the num- 
ber of shares for which the Manager exer- 
cises sole, shared, or no voting authority. 
Where the Manager exercises sole voting 
authority over specified “routine” matters 
and no authority to vote in “non-routine” 
issues, it is deemed for this report to have no 





voting authority. “Non-routine” issues would to a sharing of investment discretion which 


include a contested election of directors, a would call for a response under Item 6(b), 
t merger, a sale of substantially all the assets, then do not report voting authority as 

a change in the articles of incorporation af- “shared”, but rather as “sole”. 

fecting the rights of shareholders or a change 

in fundamental investment policy; while 

“routine” issues would include selection of Column Totals. The Manager shall report a 

an accountant, uncontested eléction of direc- column total for Item 4 only. A total shall be 

tors, or approval of an annual report. If voting given for each page and an aggregate total at 

authority is shared only in a manner similar the end of the report. 

FORM 13F 


INFORMATION REQUIRED OF INSTITUTIONAL INVESTMENT 
MANAGERS PURSUANT TO SECTION 13(f) OF THE SECURITIES 
EXCHANGE ACT OF 1934 AND RULES THEREUNDER 
Securities and Exchange Commission 
Washington, D.C. 20549 


Report for the Calendar Year Ended 19_ 








(Please read instructions before preparing form) 


If amended report check here: {7 
Heme of Institutional Investment Manager: 








Business Address: 





Street City State Zip 


Game,Phone No., and Title of Person Duly Authorized to Submit This Report: 





ATTENTICN -- Intentional misstatements or omissions of facts constitute Federal 
@ Criminal Violations. See 18 0.S.C. 1001 and 15 U.S.C. 78ff(a). 


The institutional investment manager submitting this Form and its attach- 
ments and the person by whom it is signed represent hereby that all information 
contained therein is true, correct and complete. It is understood that all 
required items, statements and schedules are considered integral parts of this 
Form and that the submission of any amendment represents that all unamended 
items, statements and schedules remain true, correct and complete as previously- 
submitted. 





Pursuant to the requirements of Securities Exchange Act of 1934, the 
undersigned institutional investment manager has caused this report to be 
signed on its behalf in the City of and State of 
on the day of 7 19_. 














(Name of Institutional Investment Manager) 





(Mamial Signature of Person Duly Authorized 
to Submit This Report) 


Bame and 13F file numbers of All Institutional Investment Managers with respect 


to which this schedule is filed (other than the one filing this report) 
(List in alphabetical order). 


13F File Numbers will be assigned to Institutional Investment Managers after 
they file their first report. 


























Name: 13F File No.: Name: 13F File No.: 
1. 8. 

2. 9. 

3. 10. 

a, n. 

5. 12. 

6. 13. 

1 1. 

Ceasers “BRC-1685 





Form continues on following page 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 34-14853 


EXEMPTED SECURITIES 


Banks for Cooperatives - Farm Credit Investment 
Bonds Designated > 


The Securities and Exchange Commission announced 
today that the Farm Credit Investment Bonds issued by 
the Thirteen Banks for Cooperatives have been desig- 
nated exempted securities under the Securities Ex- 
change Act of 1934 [15 U.S.C. 78a et seq., as amended 
by Pub. L. No. 94-29 (June 4, 1975) ] by the Secretary of 
the Treasury pursuant to Section 3(a)(12) of that Act. 


Following is the text of the letter from the Secretary of 
the Treasury to the Commission providing for the 
exemption: 


“Section 3(a)(12) of the Securities Exchange Act of 
1934, as amended, states that the term ‘exempted se- 
curity’ or ‘exempted securities’ shall include ‘such se- 
curities issued or guaranteed by corporations in which 
the United States has a direct or indirect interest as 
shall be designated for exemption by the Secretary of 
the Treasury as necessary or appropriate in the public 
interest or for the protection of investors...’ 


“Pursuant to the provisions of that Section and author- 
ity delegated to me by the Secretary of the Treasury, | 
am designating for exemption securities of the thirteen 
Banks for Cooperatives entitled ‘The Farm Credit In- 
vestment Bonds,’ issued pursuant to Section 4.2 of the 
Farm Credit Act of 1971 (12 U.S.C. 2153). This designa- 
tion may be revoked, modified or amended at any time 
with respect to any securities not issued prior to such 
time.” 


For the Commission by the Division of Corporation Fi- 
nance pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 34-14854 


(S7-744 comment period expires 8/21/78) 


MARKET STRUCTURE ISSUES CONCERNING STAN- 
DARDIZED OPTIONS TRADING 


AGENCY: Securities and Exchange Commission. 


ACTION: Request for public comments concerning 
market structure issues relating to the trading of stan- 
dardized options. 


SUMMARY: The Commission today authorized the 
Special Study of the Options Markets to invite public 
comments concerning numerous issues relating to the 
structure of the standardized options markets. Among 
other things, the Commission authorized the Study to 
request public comments with regard to (i) the extent 
to which the trading of standardized options and their 
underlying securities should be integrated on an ex- 
change floor, (ii) whether, and under what circum- 
stances, standardized options should be traded in the 
over-the-counter markets, and (iii) whether the New 
York Stock Exchange should be permitted to list and 
trade standardized options. 


DATES: Comments should be received by August.21, 
1978. 


ADDRESSES: _ Interested persons should submit six 
copies of their views and comments to George A. 
Fitzsimmons, Secretary, Securities and Exchange Com- 
mission, 500 North Capitol Street N.W., Washington, 
D.C. 20549 and should refer to File No. S7-744. All sub- 
missions will be made available for public inspection at 
the Commission’s Public Reference Section, Room 
6101, 1100 L Street, N.W., Washington, D.C. 


FOR FURTHER INFORMATION CONTACT: 


Richard |. Weingarten, Esq. 
(202-755-1284) 


or 


Richard G. Ketchum, Esq. 
(202-755-1316) 


Special Study of the Options Markets 
Securities and Exchange Commission 


500 North Capitol Street, N.W. 
Washington, D.C. 20549 


SUPPLEMENTARY INFORMATION: 
INDEX: 
1. Introduction 
ll. The New Program Proposals 
A. The NYSE Proposal 
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B. The CBOE Proposal 


C. The NASD Proposal 
lll. The Issues Presented 
A. The Extent to Which the Trading of Stan- 
dardized Options and Their Underlying Secu- 
rities Should be Integrated on an Exchange 
Floor 


1. Side-by-side Trading on an Exchange 
Floor 


a. Pricing and Operational Efficiencies 


b. Competitive Advantage and Market 
Information 


c. Manipulation 
d. Surveillance 


2. Dual Marketmaking on an Exchange 
Floor 


a. Pricing and Operational Efficiencies 


b. Potential Conflicts in Marketmaking 
Obligations 


c. Competitive Advantage and Market 
Information 


d. Manipulation 


e. Surveillance 


B. Whether Standardized Options Should be 
Traded in the Over-the-Counter Markets 


1. Real-time Last Sale Reporting in the 
Over-the-Counter Markets 


2. Integrating the Trading of Standardized 
Options and Their Underlying Securities 
in the Over-the-Counter Markets 


a. Market Information and Manipula- 
tion 


b. Marketmaking Obligations and 
Commitment to the Marketplace 


c. Surveillance 


3. Trading Exchange Listed Options in the 
Over-the-Counter Markets 
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C. Whether the New York Stock Exchange 
Should be Permitted to List and Trade Stan- 
dardized Options 


1. Dual Trading and the NYSE 


2. The Predominant Position of the NYSE 
in the Markets for Underlying Securities 


< 


Procedures 


V. Statutory Authority 


|. Introduction 


Securities Exchange Act Release No. 14056 announced 
the commencement of the Commission’s investigation 
and study of the options markets.’ The investigation 
and study were initiated because of Commission con- 
cern regarding: 


(1) the present ability of the self-regulatory 
organizations’ surveillance systems to detect 
and prevent fraudulent, deceptive, and ma- 
nipulative activity, both in options and in 
underlying securities, in a manner which is 
consistent with the protection of investors 
and that complies with the requirements of 
the Act; (2) the adequacy of existing rules 
to prevent fraudulent, deceptive and manipu- 
lative acts, practices, devices and contriv- 
ances in connection with options trading; 
(3) the development of the standardized 
options markets in a manner which is consis- 
tent with the public interest in perfection of 
the mechanisms of a national market system 
for securities and prevention of securities 
trading which adversely affects the financing 
of trade, industry and transportation in inter- 
state commerce; and (4) the development 
of appropriate standards, formulated with 
reference to the purposes of the Act, by 
which to measure the appropriateness of par- 
ticular programs which would have the effect 
of expanding or — existing pilot op- 
tions trading programs. 


In addition, the Commission stated its view that “expe- 
rience with existing pilot options trading programs has 





1 Securities Exchange Act Release No. 14056 (October 
17, 1977), 42 FR 56706 (October 27, 1977), 13 SEC 
Docket 366 (November 2, 1977) (‘‘The October 
Release’”’). 


2 id, 42 FR at 56706, 13 SEC Docket at 367. 





not yielded answers to certain general questions bear- 
ing upon the future of standardized options trading,” 
such questions including “how to develop standards 
by which to gauge, on a case-by-case basis, the appro- 
priateness of particular self-regulatory organization 
proposals to expand options trading” and “how such 
trading can or should be comprehended within the na- 
tional market system for securities contemplated by 
the Act.”4 The Commission expressed its intention “to 
investigate” and “receive comments on” these ques- 
tions.» Simultaneously, the Commission announced 
and invited public comment on proposed Temporary 
Rule 9b-1(T) which, if adopted, “would temporarily 
defer the expansion of existing pilot options trading 
programs and the initiation of new programs, pending 
completion of the study and investigation,”© and an- 
nounced the initiation of a consolidated disapproval 
proceeding with regard to certain pending self-regula- 
tory organization rule proposals designed to expand 
standardized options trading (‘‘Expansion Pro- 
posals”).? 





3 id, 42 FR at 56707, 13 SEC Docket at 369. 


4 id. See also Securities Exchange Act Release No. 
14416 (January 26, 1978), 43 FR 4353 (February 1, 
1978), 14 SEC Docket 31 (February 7, 1978) (“The 
January Release”). In Release No. 14416 the 
Commission set forth its views with regard to the 
initiatives that must be taken to facilitate the 
development of a national market system for 
“qualified’’ securities. Those initiatives are a 
consolidated transaction reporting system, a com- 
posite quotation system, a market linkage and order 
routing system that would permit the prompt and 
efficient transmission of orders (i) among the various 
markets for qualified securities and (ii) from brokers 
and dealers to all qualified markets, and a central limit 
order file to protect public limit orders on a nationwide 
basis. The Commission explicitly deferred the question 
of whether, and the extent to which, options should be 
integrated into a national market system. /d, 43 FR at 
4361, 14 SEC Docket at 44. The Commission also 
stated its intention to initiate a rulemaking proceeding 
not later than June 30, 1978, for the purpose of 
designating certain categories of securities as 
“qualified” for trading in a national market system. /d, 
43 FR at 4360-4361, 14 SEC Docket at 43. 


5 The October Release, 42 FR at 56707, 13 SEC Docket 
at 369. 


6 id, 42 FR at 56706, 13 SEC Docket at 367. 


) s 7 Id, 42 FR at 56706, 56710, 13 SEC Docket at 367, 373. 


In its release announcing the consolidated disapproval 
proceeding,8 the Commission noted that each of the 
rulemaking proposals subject to the proceeding would 
“provide for an expansion of options trading activi- 
ties . . . either by providing for the expansion of an 
existing program for the trading of standardized op- 
tions or by initiating a new program for the trading of 
such options.”9 The Commission also observed that 
the pending proposals “raise, in an ad hoc, piecemeal 
fashion, concerns that are subject of the Commission’s 
investigation and study,”!9 and stated: 


As an administrative and regulatory matter, 
fragmented, case-by-case consideration of 
these important issues appears unsound, 
and potentially damaging to investor protec- 
tion and the public interest. In addition, it 
appears to the Commission that, in order to 
approve any of the expansion proposals, the 
Commission would have to answer many of 
the same questions that are subject of the 
options investigation and study it has author- 
ized and announced in the Release. Thus, it 
appears that, until the study and investiga- 
tion are completed, the Commission may not 
be able to make the required ese, for ap- 
proval of the Expansion Proposals. 1 


The Commission concluded that, in view of the con- 
cerns expressed in the October Release and “the nature 
and complexity of the questions that have been 
raised,”'= the self-regulatory organizations had not 
sustained their statutory burden, imposed by Section 
19(b) of the Securities Exchange Act (“the Act”), 13 of 
demonstrating that their proposed rule changes were 
consistent with the requirements of the Act and the 
rules and regulations thereunder. 14 





8 Securities Exchange Act Release No. 14057 (October 
17, 1977), 42 FR 56711 (October 27, 1977), 13 SEC 
Docket 375 (November 2, 1977) (“The Consolidated 
Disapproval Proceeding Release”). 


9 id, 42 FR at 56711, 13 SEC Docket at 377. 
10 jg, 42 FR at 56712, 13 SEC Docket at 377. 
11 ig. 

12 ig. 

13 45 U.S.C. 78s(b). 


14 The Consolidated Disapproval Proceeding Release, 
42 FR at 56712, 13 SEC Docket at 377-378. 
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The Commission stated, however, that the “consoli- 
dated disapproval proceedings are not intended to deal 
comprehensively with every potential basis for con- 
sidering disapproval of the various Expansion Pro- 


posals.”'Y Rather, the Commission took the view that 
the concerns that it had expressed in the October Re- 
lease and the Consolidated Disapproval Proceeding 
Release, “considered alone,” were sufficient to “pres- 
ently preclude it from making the findings which are a 
prerequisite under Section bey of the Act to approval 
of the Expansion Proposals.”'? In this connection, the 
Commission noted that disapproval on the basis of the 
concerns expressed “should not be construed to bar 
further consideration of the Expansion Proposals at 
some time in the future, under other circumstances, 
assuming Satisfactory resolution of those issues which 
now prevent the Commission from finding that the Ex- 
pansion Proposals are consistent with the require- 
ments of the Act and the rules and regulations there- 
under.”17 


Among the rule proposals that are subject to the con- 
solidated disapproval proceedings are the proposals of 
the National Association of Securities Dealers 
(“NASD”) 18 and the New York Stock Exchange 
(“NYSE”)19 to initiate trading programs in standard- 
ized options and the proposal of the Chicago Board 
Options Exchange (“CBOE”)20 to initiate trading in 
equity and other non-option securities. Each of these 
proposals presents significant issues concerning the 
future structure of the options markets and the markets 
for their underlying securities. Various other proposals 





15 jg, 42 FR at 56712, 13 SEC Docket at 378. 


16 ig. 
17 ig. 


18 SR-NASD-77-2. (“NASD Plan”). The Commission 
gave notice of the NASD Plan in Securities Exchange 
Act Release No. 13230 (February 1, 1977), 42 FR 8244 
(February 9, 1977). 


19 SR-NYSE-77-17. (“NYSE Plan”). The Commission 
gave notice of the NYSE Plan in Securities Exchange 
Act Release No. 13674 (June 24, 1977), 42 FR 33829 
(July 1, 1977). 


20 SR-CBOE-77-14. (“CBOE Plan”). The Commission 
gave notice of the CBOE Plan in Securities Exchange 
Act Release No. 13672 (June 24, 1977), 42 FR 33825 
(July 1, 1977). 
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included in the consolidated disapproval proceeding 
raise related structural issues. Among these are the 
proposals of various exchanges (i) to list standardized 
options on over-the-counter securities,21 (ii) to elimi- 
nate the requirement that a physical barrier be main- 
tained between the trading of options and their under- 
lying securities on an exchange floor,22 and (iii) to 
permit individuals to hold simultaneous marketmaker 
appointments in listed options and their underlying se- 
curities under certain circumstances. 


Although these proposals are the subjects of a disap- 
proval proceeding pending before the Commission, the 
issues that they present are also the subjects of inves- 
tigation and study by the Special Study of the Options 
Markets (“The Options Study”). As a result, recog- 
nizing the public interest in many of the questions that 
the proposals raise, the effects that resolution of these 
questions may have upon the structure of the options 
markets and the markets for their underlying securi- 
ties, and the need to establish a framework within 
which to evaluate such proposals, the Commission has 
authorized the Options Study to seek public comments 
on these issues at this time. The Options Study is 
soliciting public views for the purpose of facilitating 
analysis of these issues as part of its study of the op- 
tions markets. The proposals are utilized to focus is- 
sues and discussion and as indicative of proposals that 
may entail significant modifications to the structure of 
the standardized options markets and the markets for 
their underlying securities. 





21 SR-PSE-76-17; SR-CBOE-76-16; SR-AMEX-76-28; 
SR-MSE-77-4. The Commission gave notice of these 
proposed rule changes in Securities Exchange Act 
Release No. 12539 (June 11, 1976), 41 FR 24787 (June 
18, 1978), No. 12703 (August 12, 1976), 41 FR 35884 
(August 23, 1976), No. 13095 (December 22, 1976), 42 
FR 2146 (January 10, 1977), and No. 13406 (March 25, 
1977), 42 FR 19200 (April 12, 1977). 


22 SR-PHLX-77-6; SR-PSE-77-13. The Commission 
gave notice of these proposed rule changes in 
Securities Exchange Act Release No. 13689 (June 28, 
1977), 42 FR 34561 (July 6, 1977) and No. 13567 (May 
23, 1977), 42 FR 28178 (June 2, 1977). 


23 SR-MSE-77-28; SR-PSE-77-17. The Commission 
gave notice of these proposed rule changes in 
Securities Exchange Act Release No. 13707 (June 30, 
1977), 42 FR 35718 (July 11, 1977), and No. 13725 (July 
7, 1977), 42 FR 37083 (July 19, 1977). 


24 in this connection, it should be noted that the 
Commission has authorized the Options Study to invite 








This Release will describe briefly the Expansion Pro- 
posals that present issues of market structure, focus- 
ing upon the NASD and NYSE proposals to initiate 
standardized options trading programs and the CBOE 
proposal to initiate trading programs for equity and 
other non-option securities. In addition, it will discuss 
some of the issues that these proposals raise and will 
identify specific questions with regard to which public 
comments are invited. 


ll. The New Program Proposals 
A. The NYSE Proposal 


The New York Stock Exchange submitted a plan in 
June, 1977 to list and trade standardized options. 

The NYSE proposes to implement an options trading 
system which would be similar to that of the CBOE. 
Under the NYSE Plan, the Options Clearing Corpora- 
tion (“OCC”) would be the issuer and primary obligor 
of option contracts listed on the NYSE. The market- 





public comment with respect to the market structure 
issues that the Expansion Proposals present 
independently of the pending consolidated disapproval 
proceeding. Interested persons should be aware, 
however, that the Commission may utilize comments 
submitted in response to this Release in connection 
with its deliberations concerning that proceeding or, at 
some later date, when evaluating market structure 
issues that other proposals or circumstances present. 


25 it must be emphasized that this Release has a 
relatively narrow objective. It is intended to obtain 
public comment with respect to various market 
structure issues raised by certain of the Expansion 
Proposals and not to solicit views concerning all 
market structure issues relating to options that are 
pending before, or may be presented to, the 
Commission. The Options Study, for example, has not 
requested specific comments with regard to the form 
that a national market system for options might take, 
or the extent to which, as a general matter, options 
should be integrated into the national market system 
for “qualified” securities. See n. 4, supra. Although 
public comment concerning such issues may 
ultimately be necessary, and is not discouraged at this 
time, this Release will focus exclusively upon the 
market structure issues that the Expansion Proposals 
present and will invite public comments on national 
market system questions only insofar as they relate to 
those issues. 


¢ & 26 
NYSE Plan, supra, n. 19. 


making function on the exchange floor would be per- 
formed by competing option marketmakers. As on all 
option exchanges utilizing a competing marketmaker 
system, the transactions of each marketmaker would 
be required to be “reasonably calculated to contribute 
to the maintenance of a fair and orderly market,” and 
no marketmaker would be permitted to “enter into 
transactions or make bids of offers that [would be] in- 
consistent with such a course of dealings.”27 The 
marketmakers also would be subject to trading rules 
analogous to those on other option exchanges utilizing 
a competing marketmaker system. Limit orders would 
be handled and executed by Order Book Officials em- 
ployed by the exchange, and such Officials would not 
be permitted to trade for their own account. 


The NYSE proposes to commence its option program 
by listing options on twenty-five underlying securities. 
The NYSE indicates that many of these underlying se- 
curities are listed and traded on the NYSE and that it 
intends to list classes and series of options, including 
puts, that are already listed and traded on one or more 
option exchanges. 


Most of the NYSE options would be traded in a room 
physically separated from the equity trading floor by a 
ceiling-high solid wall. Since the option room, how- 
ever, would not have contained sufficient space for the 
trading of options on all twenty-five underlying securi- 
ties, the NYSE plans to convert one post in the main 
equity trading room to an option trading post. The 





27 NYSE Plan, Proposed Rule 757(f). See also, CBOE 
Rule 8.7(a); MSE Article XLVII, Rule 6(a); PSE Rule VI, 
Section 79(a). In addition, with respect to each class of 
options in which he would have been registered, each 
NYSE options marketmaker would have had “a 
continuous obligation to engage, to a reasonable 
degree under the existing circumstances, in dealings 
for his own account when there exists, or it is 
reasonably anticipated that there will exist, a lack of 
price continuity, a temporary disparity between the 
supply of and demand for a particular option contract, 
or a temporary distortion of the price relationship 
between option contracts of the same class.” NYSE 
Plan, Proposed Rule 757(f). See also CBOE Rule 
8.7(b); MSE Article XLVII, Rule 6(b); PSE Rule VI, 
Section 79(b). 


28 The trading of options of the same class, exercise 
price, and expiration date on more than one options 
exchange will be referred to as “dual option trading” or 
“dual trading.” See Securities Exchange Act Release 
No. 13325 (March 3, 1977), 42 FR 13099 (March 8, 
1977). 
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NYSE represents that no option would be assigned to 
the option post in the main equity trading room if the 
underlying stock is also traded in that room. The Ex- 
change has not indicated that it intends any changes in 
its methods of trading equity securities in order to ac- 
commodate option trading. 


B. The CBOE Proposal 


The Chicago Board Options Exchange submitted a pro- 
posal that would permit the trading on its floor of 
stocks and other securities exchangeable or convert- 
ible into those stocks.“ Currently, only standardized 
options are traded on the CBOE floor. 


The CBOE Plan proposes to utilize a competing mar- 
ketmaker system for the trading of stock and other 
non-option securities. This system, like the CBOE op- 
tions market, would depend upon multiple market- 
makers, with marketmaking obligations identical to 
those currently imposed upon registered CBOE option 
marketmakers,’Y to perform the marketmaking func- 
tion. Also like the CBOE options market, limit orders 
would be handled and executed by independent Board 
Brokers who would perform no marketmaking function 
and would not be permitted to trade for their own ac- 
count. Significantly, the CBOE Plan would permit a 
member to be a marketmaker in both an option and its 
underlying security simultaneously’' and would allow 
the trading of options and their underlying securities at 
the same physical location. The integration of 
marketmaking functions for standardized options and 
their underlying securities has not been allowed on any 





29 CBOE Plan, supra, n. 20. 


30 CBOE Plan, Proposed Rule 8.7. See also n. 27, 
Supra, and text and discussion at Section III(A)(2)(b), 
infra. 


31 Simultaneous marketmaking in an option and its 
underlying security by the same person or firm will be 
referred to as “dual marketmaking.” 


32 Trading derivative and underlying securities at the 
same physical location will be referred to as 
“side-by-side trading.” This practice has also been 
referred to as “contiguous trading.” It should be noted 
that side-by-side trading does not necessarily 
contemplate, and, for the purposes of this Release 
does not contemplate, a dual marketmaking 
environment. 
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exchange floor.33 Nor have standardized options and 
their underlying securities been permitted to be traded 
at the same physical location on any exchange floor. 4 


C. The NASD Proposal 


The NASD submitted a proposal to permit the display 
and insertion of quotations with regard to qualified and 
approved standardized options (“NASDAQ options”) 
on the NASDAQ securities quotation system.%Y As is 
the case for all standardized options, the OCC would 
be the issuer and primary obligor of NASDAQ options, 
and such options would be standardized as to exercise 
price, expiration date and unit of trading. Because the 





33 See, e.g., Securities Exchange Act Release No. 
10312 (August 1, 1973), 38 FR 21459 (August 8, 1973), 
No. 13269 (February 16, 1977), 42 FR 10754 (February 
23, 1977), No. 13270 (February 16, 1977), 42 FR 10752 
(February 23, 1977), No. 13271 (February 16, 1977), 42 
FR 10750 (February 23, 1977), and No. 13272 (February 
16, 1977), 42 FR 10749 (February 23, 1977). See also, 
e.g., NYSE Rule 105 and AMEX Rule 175(a). 


34 See, e.g., Securities Exchange Act Release No. 
11423 (May 15, 1975), No. 12283 (March 30, 1976), 41 
FR 14454 (April 5, 1976), and No. 13045 (December 8, 
1976), 41 FR 54783 (December 15, 1976). 


35 NASD Plan, supra, n. 18. The Plan would require 
that securities underlying qualified and approved 
NASDAQ options be registered pursuant to Sections 
12(b), 12(g)(1), or 12(g)(2)(6) of the Act. 15 U.S.C. 
781(b); 15 U.S.C. 781(g)(1); 15 U.S.C. 781(g)(2)(6). The 
Plan also requires that the issuer of the underlying 
securities be in compliance with Sections 13 and 14 of 
the Act, 15 U.S.C. 78m, 15 U.S.C. 78n, and, among 
other things, have a net income, after taxes but before 
extraordinary items net of tax effect, of at least 
$1,000,000 in each fiscal year in three out of the last 
four fiscal years. In addition, the Plan would require 
that (i) an issuer of underlying securities have at least 
8,000,000 shares owned by persons other than those 
required to report their stock holdings under Section 
16(a) of the Act, 15 U.S.C. 78p(a), (ii) there be at least 
10,000 beneficial owners of the underlying security, 
(iii) aggregate trading volume reported to the NASDAQ 
system and/or on the exchanges on which the 
underlying security is listed of at least 2,000,000 
shares per year in each of the two previous calendar 
years, and (iv) a representative bid of at least $10 per 
share had been recorded for the underlying security on 
NASDAQ or an exchange on each business day of the 
six calendar months preceding the date of selection. 
See NASD Plan, Proposed Article XVI, Section 3, 
Schedule D, Part IV, Section 6. 
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NASD Plan contemplates the trading of standardized 
options in over-the-counter markets, however, the 
mechanics and structure of such trading would be sub- 
stantially different in certain respects from the forms of 
trading utilized in the exchange option markets today. 


The NASDAQ System, a network of computers, com- 
munications and terminal devices designed to accept 
and distribute quotations for over-the-counter securi- 
ties, would be modified to accommodate the display of 
NASDAQ options quotations. Similar to the existing 
NASDAQ system, three levels of service would be of- 
fered with regard to NASDAQ options. Level | terminals 
would provide public customers with current represen- 
tative bid and ask quotations’? for all NASDAQ op- 
tions in which at least two NASDAQ option market- 
makers are currently making a market. Level Il termi- 
nals, available only to registered NASDAQ market- 
makers, would provide NASDAQ options market- 
makers with the same information available on Level II 
terminals and also would permit registered market- 
makers to enter or update their quotations for any 
NASDAQ option. 


The NASD expects to begin its program by permitting 
the trading of NASDAQ options on twenty underlying 
securities. The Association indicates that most of 
these underlying securities are traded solely in the 
over-the-counter markets. It also indicates, however, 
that standardized options on exchange listed securities 
might eventually be added as NASDAQ options, per- 
haps including certain options already listed and 
traded on one or more option exchanges. Thus, the 
NASD Plan contemplates the creation of a “third mar- 
ket” for listed, standardized options issued by the 
OCC, a market which does not appear to exist at pre- 
sent. 


Secondary markets for NASDAQ options would be 
maintained in a manner comparable to the secondary 
markets for NASDAQ stocks. Marketmakers, specially 
qualified and registered with the NASD to trade 
NASDAQ options, would make over-the-counter mar- 
kets in such options and would purchase and write 
NASDAQ options for their Own accounts. Real-time 





36 Similar to the definitions utilized in NASDAQ 
generally, the NASD defines “representative bid” for a 
NASDAQ option as the median of all bids entered into 
the NASDAQ system by NASDAQ options market- 
makers. The “representative ask” for a NASDAQ option 
is defined as the figure determined by adding to the 
representative bid the median of all spreads between 
the bid and ask prices currently quoted by NASDAQ 
options marketmakers. See NASD Plan, Proposed 
Article XVI, Section 3, Schedule D, Part IV, Section 
1(d). 


reporting of last sale transactions in securities under- 
lying NASDAQ options would not be required, as it is 
not required for NASDAQ stocks that are traded ex- 
clusively in the over-the-counter markets. NASD mem- 
bers, however, would be required to time stamp all 
trade tickets on transactions in underlying over-the- 
counter securities at the time of execution’’ and to 
transmit last sale information to the NASD on such 
transactions during the course of a trading day by 6:30 
p.m. Eastern Time.¥? Last sale information on under- 
lying securities would be used by the NASD strictly for 
surveillance purposes and would not be publicly dis- 
seminated.29 Real-time last sale reporting of NASDAQ 
options transactions, however, would be publicly dis- 
seminated.29 Real-time last sale reporting of NASDAQ 
options transactions, however, would be required of all 
NASD members, and such information would be pub- 
licly disseminated through the Options Price Reporting 
Authority (“OPRA”).40 


While the last sale reports on underlying securities 
would not be required to be real-time under the NASD 
Plan, such reports would contain information regard- 
ing the time of execution, the price at which the trans- 
action occurred, the number of shares bought or sold, 
and the identity of the reporting broker or dealer, 
contra party and the clearing agency for both. The 
NASD has stated that it believes that such a reporting 
system would permit it to maintain a comprehensive 
transaction audit trail and obviate, in large part, the 
need to examine order tickets to ascertain transaction 
information. 





37 See, e.g., 17 CFR 240.17a-3(6), (7). 


38 NASD members would be permitted to make such 
last sale reports on a weekly basis where their 
transactions in all underlying over-the-counter 
securities does not exceed five hundred shares in any 
single trading day and has not exceeded five hundred 
shares for any five of the previous ten trading days. See 
NASD Plan, Proposed Article XVI, Section 3, Schedule 
D, Part IV, Section 3(g). 


39 Aggregate daily volume for each security underlying 
NASDAQ options, however, would be released to the 
public. 


40 See NASD Plan, Proposed Article XVI, Section 3, 
Schedule D, Part IV, Section 3(g)(1). OPRA presently 
transmits to the public, on a real-time basis, last sale 
information with regard to transactions in standardized 
options traded on exchanges. 
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NASDAQ options marketmakers would be required to 
submit continuous two-sided quotations for the 
NASDAQ options for which they assume marketmak- 
ing responsibilities. Their quotations would be re- 
quired to be firm for at least one contract and 
“reasonably related to the then prevailing market.” 
The Plan, however, would not impose an obligation 
upon NASDAQ option marketmakers, similar to that 
imposed upon all exchange marketmakers, to deal 
when there exists a lack of price continuity, a tempo- 
rary disparity between the supply of and demand for an 
option contract, or a temporary distortion of the price 
relationships between option contracts of the same 
class.42 In addition, NASDAQ marketmakers would be 
permitted, with the approval of the NASD, to suspend 
quotations upon a showing that their ability to enter 
quotations has been seriously impaired,“Y and would 
be able to terminate their registration as a NASDAQ 
marketmaker in a particular option series voluntarily 
merely by withdrawing their quotations.44 Reregistra- 
tion as a marketmaker would be permitted at any time 
upon the filing of an application for reregistration4> 
and NASD approval. 


Like the CBOE Plan, the NASD Plan would allow reg- 
istered marketmakers to make markets simultaneously 
in a NASDAQ option and its underlying security. 
Further, the NASD Plan contains no requirement that a 
firm engaged in dual marketmaking physically separate 
the persons trading the options from the persons trad- 
ing the underlying security. 





41 See NASD Plan, Proposed Article XVI, Section 3, 
Schedule D, Part IV, Section 3(k). 


42 See, e.g., CBOE Rule 8.7(b); AMEX Rules 170 and 
958; PHLX Rules 1014(f) and 1020(b); PSE Rule VI, 
Section 79(b); MSE Article XLVII, Rule 6(b). See n. 27, 
supra. 


43 Such a suspension of quotations would not 
necessitate the termination of the marketmaker’s 
registration as a NASDAQ marketmaker for the security 
involved. 


44. NASD Plan, Proposed Article XVI, Section 3, 
Schedule D, Part IV, Section 3(k). 


45 The NASD Plan suggests that the same standards 
would be applied in evaluating applications for 
reregistration as would be utilized in connection with 
initial applications. NASD Plan, Proposed Article XVI, 
Section 3, Schedule D, Part IV, Section 3(j)(4). 
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lil. The Issues Presented 


The proposals described above present a number of \ 


fundamental issues regarding the structure of the op- ™% 


tions markets and the relationship of those markets to 
the markets for their underlying securities. Public com- 
ments are invited with respect to these issues since 
they raise complex questions of public policy. A brief 
discussion of certain of these issues is provided to 
stimulate and focus public comments.4© Reference 
that may be made to the NYSE, CBOE, and NASD 
Plans or to other Expansion Proposals is intended 
merely to be illustrative of the manner in which the 
market structure issues discussed have been raised 
and may be raised in the future. 


In evaluating public comments and the issues that the 
Expansions Proposals present, the Options Study and 
the Commission must be guided by the statutory stz.1- 
dards that the Act sets forth. Specifically, it sho’ .a be 
noted that the Act requires that each registered na- 
tional securities exchange and association be organ- 
ized and have the capacity “to carry out the purposes of 
[the Act] and to comply, and... to enforce compli- 
ance by its members and persons associated with its 
members, with the provisions of [the Act], the rules 
and regulations thereunder,” and the rules of the ex- 
change or association.*’ The Act also requires that the 
rules of registered securities exchanges and associa- 
tions be designed “to prevent fraudulent and manipula- 
tive acts and practices, to promote just and equitable 
principles of trade, . . . to remove impediments to and 
perfect the mechanism of a free and open market and a 
national market system, and, in gure, to protect in- 
vestors and the public interest.” 8 Further, such rules 
may not be designed “to permit unfair discrimination 
between customers, issuers, brokers, or dealers” or to 
impose “any burden on competition not necessary or 
appropriate in furtherance of the purposes of [the 
Act}.”49 Finally, the Act states: 





46 Due to the number and difficulty of the issues that 
the proposals raise and that are discussed in this 
Release, the Options Study recognized that 
commentators may not wish to submit views 
concerning each of these issues. In this regard, 
members of the public are encouraged to submit 
comments with respect to all or some of the subjects 
presented. 


47 45 U.S.C. 78f(b)(1); 15 U.S.C. 780-3(b)(2). 


48 15 U.S.C. 78f(b)(5); 15 U.S.C. 780-3(b)(6). 


49 15 U.S.C. 78f(b)(5), (8); 15 U.S.C. 780-3(b)(6), (9). @ 
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It is in the public interest and appropriate for 
the protection of investors and the mainte- 
nance of fair and orderly markets to assure— 


(i) economically efficient execution of secu- 
rities transactions; 


(ii) fair competition among - brokers and 
dealers, among exchange markets, and be- 
tween exchange markets and markets other 
than exchange markets; 


(iii) the availability to brokers, dealers, and 
investors of information with respect to 
quotations for and transactions in securities; 


(iv) the practicability of brokers executing in- 
vestors’ orders in the best market; and 


(v) an opportunity, consistent with the provi- 
sions of clauses (i) and (iv) of this subpara- 
graph, for investors’ orders to be executed 
without the participation of a dealer.50 


Public comments should be formulated in light of 
these and other relevant statutory standards. 


A. The Extent to Which the Trading of Standardized 
Options and Their Underlying Securities Should be 
Integrated on an Exchange Floor 


Many of the Expansion Proposals seek to integrate 
further the markets for options and their underlying se- 
curities. While some proposals simply seek to elimi- 
nate the physical barriers between the trading floors for 
standardized options and their underlying securities, 

the CBOE and NASD Plans contemplate side-by-side 
trading and dual marketmaking in options and their 
underlying securities on exchange floors and in the 
over-the-counter markets. This tendency toward inte- 
gration appears to result because (i) option prices to a 
large extent are dependent upon, and derivative from, 
the prices of their underlying securities, and (ii) inte- 
grating stock and option trading may enhance the 
liquidity of both stock and option markets. The extent 
to which the trading of options and their underlying 
securities should be integrated on an exchange floor 
will be discussed in the following section of this Re- 





50 45 U.S.C. 78k-1(a)(1)(C). 


¢ rt) 51 SR-PSE-77-13; SR-PHLX-77-6. See n. 22, supra. 


lease.52 Side-by-side trading on an exchange floor will 
be discussed first. A discussion of dual marketmaking 
on the floor of an exchange will follow. The extent to 
which trading of options and their underlying securi- 
ties should be integrated in the over-the-counter mar- 
kets will be discussed in a subsequent section. 


1. Side-by-Side Trading on an Exchange Floor°3 
a. Pricing and Operational Efficiencies 


Trading options and their underlying securities at the 
same physical location on an exchange floor may re- 





52 it must be recognized, of course, that many 
standardized options and their underlying securities 
are currently traded simultaneously on more than one 
exchange floor. Underlying securities may also be 
traded in the over-the-counter market. Further, one 
exchange may frequently attract substantially more 
order flow for an option or an underlying security than 
other exchanges that permit the trading of the same 
security. Commentators should consider the issues 
discussed in this section in light of the existence of 
such multiple trading forums and their differing 
abilities to attract order flow. An exchange that is able 
to attract substantially more order flow for an option or 
an underlying security than other exchanges that 
permit the trading of the same security will be referred 
to as the “primary exchange” or “primary exchange 
market” for that security. Exchanges other than the 
primary exchange that permit the trading of the same 
security will be referred to as “secondary exchanges” 
or “secondary exchange markets.” 


53 Pursuant to Securities Exchange Act Release No. 
10312 (August 1, 1973), 38 FR 21459 (August 8, 1973), 
the Commission conducted a review of option trading 
by specialists, marketmakers, floor traders, and block 
positioners and invited public comment concerning 
whether such market participants “should be permitted 
to trade or otherwise have an interest in options (puts 
and calls) in any securities in which they are 
registered, make a market, or trade for their own 
accounts on exchanges, either from on or off the floor 
or in the over-the-counter market.” This review resulted 
primarily from the initiation of standardized option 
trading on the CBOE and from the existence of rules on 
each securities exchange, adopted at the Commis- 
sion’s request in 1935, which provided that specialists 
and odd-lot dealers and their firms and partners were 
not to “acquire, hold or grant, directly or indirectly, any 
interest in a put, call, straddle, or option in any 
security in which such specialist or odd-lot dealer is 
registered.” 


Continued on following page 
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sult in significant option pricing efficiencies. In addi- 
tion, operational efficiencies in both stock and option 
trading may be achieved. Option pricing efficiencies 
may be obtained because side-by-side trading would 
permit option marketmakers to adjust their quotations 
immediately upon observing changes in the price or 
volatility of the underlying security. Changes in the 
supply of and demand for the underlying security that 
could be observed on the exchange floor could also be 
taken into consideration. Presently, option market- 
makers are dependent upon the public dissemination 
of transaction and quotation information with regard to 
the underlying security when making option pricing de- 
cisions. Since there may be some delay between the 
consummation of a transaction or the modification of a 
quotation and the transmission of this information to 
the public and to market professionals, trading options 
and their underlying securities at the same physical 
location may allow options marketmakers to assimilate 
pricing and volatility changes in the underlying secu- 
rity more rapidly. This more rapid assimilation of pric- 


ing information may also facilitate more expeditious 
dissemination of option quotation information to the 
public that would more accurately reflect underlying 
security prices and option values since option market- 
maker quotations would be based upon more recent 
and complete transaction and quotation information 
with respect to the underlying security. 


These option pricing efficiencies may be most appar- 
ent if side-by-side trading is permitted on the primary 
exchange for the underlying security because the price 
of and quotations for the underlying security on that 
exchange may be most frequently utilized in determin- 
ing option values. In fact, significant option pricing 
efficiencies may not result if side-by-side trading is 
permitted only on the secondary exchanges for the 
underlying security since option marketmakers on 
those exchanges may continue to depend upon pub- 
licly disseminated transaction and quotation informa- 
tion from the primary stock exchange for the under- 
lying security when making option pricing decisions.54 





Continued from preceding page 


Subsequently, the Commission determined to permit 
specialists and odd-lot dealers on the floors of the 
secondary stock exchanges to trade listed options on 
their specialty stocks and to allow floor traders on 
those exchanges to trade listed options with respect to 
underlying securities in which they held a position. 
See, e.g., Securities Exchange Act Release No. 13269 
(February 16, 1977), 42 FR 10754 (February 23, 1977), 
No. 13270 (February 16, 1977), 42 FR 10752 (February 
23, 1977), and No. 13272 (February 16, 1977), 42 FR 
10749 (February 23, 1977). The Commission was of the 
view that the potential for manipulative activity that 
might result from such “concurrent trading” was 
“relatively insignificant” on the secondary exchanges 
due to the small percentage of stock order flow 
directed to them. 


The Commission, however, has not yet permitted the 
specialists and registered stock marketmakers on the 
primary stock exchanges to engage in the concurrent 
trading of listed options and their specialty securities 
or securities in which they hold positions. See, e.g., 
SR-NYSE-76-54, Securities Exchange Act Release No. 
12924 (October 27, 1976), 41 FR 48430 (November 3, 
1976). The discussion of side-by-side trading that 
follows assumes that concurrent trading would be 
permitted only to the extent that it is permitted today 
and that exchange rules prohibiting specialists and 
marketmakers from engaging in transactions in 
options and their underlying securities at the same 
time would remain in effect. See, e.g., NYSE Rule 105 
and AMEX Rule 175. Because concurrent trading does 
not necessitate the integration of trading in listed 
options and their underlying securities at the same 
physical location, it is a separable issue from, and has 
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not been discussed in connection with, side-by-side 
trading. 


Concurrent trading, however, and the distinctions that 
have been drawn between primary and secondary 
exchange market specialists and registered stock 
marketmakers, present issues with respect to the 
extent to which stock and option trading should be 
integrated. Accordingly, public comment on these 
subjects is invited at this time. In particular, 
commentators should discuss whether specialists and 
registered stock marketmakers on the primary 
exchange for an underlying security should be 
permitted to trade listed options on their specialty 
stocks or stocks in which they hold a position, and, if 
so, under what circumstances. Any additional 
potentials for manipulation and misuse of market 
information that such concurrent trading may create 
should be discussed specifically and by means of 
example where appropriate. Also, commentators 
should consider whether concurrent trading by 
specialists and registered stock marketmakers on (i) 
the primary and (ii) secondary stock exchanges is 
appropriate in a side-by-side trading environment. 
Finally, public views are requested conceriiing whether 
the ability of upstairs traders and options 
marketmakers to trade options and their underlying 
securities concurrently presents a disparity in 
regulation or a burden on competition that is 
unnecessary or inappropriate. 


54 Whether the deletion of market identifiers from the 
consolidated tape would in any way affect this 
situation is a subject that commentators may wish to 
discuss. See Securities Exchange Act Release No. 
14662 (April 14, 1978), 43 FR 17422 (April 24, 1978). 


© 
} t ) 


t@ 


On the other hand, it might be contended that side-by- 
side trading will not result in option pricing efficien- 
cies, even on the primary exchange for the underlying 
security. It may be, for example, that option market- 
makers trading in the same place that the underlying 
security is trading would not be able to observe trading 
and assimilate transaction and quotation information 
in the options and their underlying security simultane- 
ously. In particular, activity in the market for the under- 
lying security may compel an option marketmaker to 
concentrate exclusively upon the resultant activity in 
the options markets and to rely upon transaction and 
quotation information about the underlying security 
that has been publicly disseminated and is displayed 
on the monitors at the option trading post. Because 
this information would also be displayed at all trading 
posts for the underlying security and the related op- 
tions, as well as to the investing public and other mar- 
ket professionals, the option marketmaker may not be 
able to price his options more efficiently than at pres- 
ent. In addition, the existence of multiple markets for 
an underlying security may hinder option pricing effi- 
ciency that would otherwise be obtainable since order 
flow for the underlying security may be distributed 
among the numerous markets. Due to this dispersion 
of order flow, option marketmakers, including those on 
the primary exchange for the underlying security, may 
not be able to rely solely upon transaction and quota- 
tion information concerning the underlying security 
obtained from the floor of the exchange upon which 
they are trading when determining option values. 


Public comment is invited concerning these issues. 
Specifically, commentators should discuss whether 
side-by-side trading on the primary exchange for an 
underlying security is likely to result in pricing efficien- 
cies with respect to the options related to that security. 
Commentators expressing the view that such pricing 
efficiencies would result should describe the efficien- 
cies and explain the reasons for them. Commentators 
should compare efficiencies that might be obtained if 
side-by-side trading is permitted (i) on the primary ex- 
change for an underlying security, (ii) on the primary 
exchange for an option, (iii) on an exchange which is 
primary for both an underlying security and its related 
options, and (iv) on other exchanges. The effect that 
trading an underlying security in numerous markets 
may have upon option pricing efficiencies that may be 
obtained as a result of side-by-side trading should also 
be discussed. 


Public views are also invited with regard to whether 
side-by-side trading, particularly if permitted on the 
primary exchange market for an underlying security or 
the primary exchange market for an option, may result 
in pricing efficiencies with respect to underlying secu- 


rities.99 Further, commentators should discuss what 
effect, if any, stock and option pricing efficiencies that 
may be derived from side-by-side trading would have 
upon the markets for both securities .°6 


Operational efficiencies may also result from 
side-by-side trading. Option marketmakers, for ex- 
ample, may be able to execute orders in underlying 
securities more quickly and more economically due to 
their presence on the floor where underlying securities 
are traded. Less costly and less time-consuming exe- 
cutions for combined stock-option orders may also be 
obtained. Further, brokerage firms may be able to util- 
ize floor personnel more efficently, to transfer more 
discretion for combined stock-option orders to their 
on-floor brokers, and to reflect such efficiencies in 
lower commission charges. In addition, exchange 
order routing and processing facilities might be 
adapted to a side-by-side trading environment to ob- 
tain routing and execution efficiencies for retail and 
other member firms. 





55 it may be, for example, that the pricing efficiency 
for underlying securities would be enhanced by 
side-by-side trading because stock marketmakers 
would be able to observe option trading that might 
indicate that purchasing or selling of the stock would 
be likely to occur. As a result, stock marketmakers may 
be able to anticipate changes in the supply of and 
demand for the stock more accurately and more rapidly 
and to adjust their stock quotations accordingly. 


56 it might be contended, for example, that increasing 
the pricing efficiency in the markets for options and for 
their underlying securities will improve the liquidity of 
the markets for both securities. This result may obtain 
because increasing stock and option pricing efficiency 
may permit stock and option marketmakers to reduce 
the risks that their marketmaking activities entail. 
These risks may be reduced because marketmakers, 
particularly on an exchange which is primary for both 
an underlying security and its related options, may be 
more certain that their transactions and quotations 
reflect more recent and complete order, transaction 
and quotation information concerning both the stock 
and its related options. With reduced risks, stock and 
option marketmakers may be able to marrow the 
spreads in their quotations, and, by bidding and 
offering in greater size, to accumulate larger positions. 
This, in turn, may facilitate deeper and more liquid 
markets for both securities. In addition, it might be 
contended that such increased depth and liquidity in 
the option markets would further contribute to the 
liquidity of the market for the underlying security by 
improving the ability of market participants to shift 
risks associated with positions in the underlying 
security to the options markets. 
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Public comment is invited concerning operational effi- 
ciencies that may result from side-by-side trading. 
Commentators should compare operational efficien- 
cies that may result if side-by-side trading is permitted 
(i) on the primary exchange for an underlying security, 
(ii) on the primary exchange for an option, (iii) on an 
exchange that is primary for both an option and its 
underlying security, and (iv) on other exchanges. Com- 
mentators should identify and explain such efficien- 
cies specifically. In particular, commentators should 
describe and evaluate order routing, processing, and 
execution efficiencies that side-by-side trading may 
permit. The beneficiaries of such efficiencies and the 
extent of their benefits should also be discussed. In 
addition, commentators should consider what effect, if 
any, the existence of numerous markets for options 
and underlying securities may have upon any opera- 
tional efficiencies that side-by-side trading may pro- 
duce. 


Public comment is also invited concerning whether 
side-by-side trading would be manageable as an ad- 
ministrative matter, particularly in an active market. In 
this regard, commentators should compare adminis- 
trative difficulties that may arise if side-by-side trading 
were permitted (i) on the primary exchange for the 
underlying security, (ii) on the primary exchange for an 
option, (iii) on an exchange that is primary for both an 
underlying security and its related options, and (iv) on 
other exchanges. 


b. Competitive Advantage and Market Information 


At present, the physical separation of stock and option 
trading precludes option marketmakers from observing 
trading in the market for the underlying security and 
stock marketmakers from observing option trading. 
Side-by-side trading on an exchange floor would per- 
mit marketmakers for options and their underlying se- 
curities to observe orders, transactions and patterns of 
trading and quotations in both securities. Access to 
such market information?’ may permit marketmakers 
to anticipate price movements and temporary imbal- 
ances in the supply of and demand for options and 





57 “Market information” has been defined as 
“information about events or circumstances which 
affect the market for a company’s securities but which 
do not affect the company’s assets or earning power.” 
Fleischer, Mundheim, and Murphy, “An Initial Inquiry 
Into the Responsibility to Disclose Market Informa- 
tion,” 121 U. Pa. L. Rev. 798 (1973). This definition will 
be utilized for the purposes of this Release. 
Commentators, however, may wish to suggest or 
discuss appropriate methods of defining or identifying 
market information. 
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underlying securities more accurately. Their presence 
on an exchange floor where both securities are being 
traded may also allow them to trade on the basis of 
market information derived on the floor prior to the 
public dissemination of that information. 


Competitive and market information advantages that 
may accrue to on-floor marketmakers may be most sig- 
nificant if side-by-side trading is permitted on an ex- 
change that is primary for both the underlying security 
and its related options. Due to side-by-side trading on 
such an exchange, marketmakers for the underlying 
security would have access to market information with 
respect to trading in the underlying security, that they 
do not now have. These marketmakers would also be 
able to utilize this information more quickly than at 
present and than other market participants. While this 
use of market information may result in more efficient 
stock and option pricing, it may also be considered an 
inappropriate competitive advantage or an unfair trad- 
ing practice that the Commission should not permit.99 





58 indeed, to the extent that market information 
obtained on the exchange floor relates to particular 
trading patterns or unexecuted orders that are present 
in the trading crowd, it may never be_ publicly 
disseminated. Market participants who are not on the 
floor, for example, may never become aware that a 
large buyer is “working an order” in a trading crowd 
because no mechanism currently exists for publicly 
disseminating such valuable market information. 


59 See, e.g., Securities Exchange Act Release No. 
14156 (November 9, 1977), 13 SEC Docket 661 
(November 22, 1977). In Securities Exchange Act 
Release No. 14156 the Commission published a letter 
in which it advised the CBOE of its view that CBOE 
concerns associated with “front-running’” were 
addressed by CBOE’s Rule 4.1, captioned “Just and 
Equitable Principles of Trade.” See also CBOE 
Proposed Rules 4.18 and 4.19. Notice of these 
proposed rules was given in Securities Exchange Act 
Release No. 12400 (May 3, 1976), 41 FR 19177 (May 10, 
1976), and No. 12453 (May 19, 1976), 41 FR 21369 (May 
25, 1976). These rules presented potential methods of 
addressing “front-running” and “tape-racing” con- 
cerns. As ageneral matter, “front-running” involves the 
trading of options while in possession of non-public 
information about a block transaction in the underlying 
security. ‘“Tape-racing” involves the trading of options 
on the basis of privately communicated last-sale 
information on underlying securities before such 
information has been publicly disseminated on the 
consolidated transaction tape. See also paragraph .10 
of the Interpretation and Instructions to NYSE Rule 
112; AMEX Rule 24; PHLX Rule 1016; PSE Rule |, 
Section 12(k); and MSE Article XL, Rule 8. 
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Side-by-side trading on secondary exchanges for the 
underlying security, however, may not provide signifi- 
cant additional competitive or market information ad- 
vantages to stock or option marketmakers on those ex- 
changes, even if one of these exchanges is the primary 
exchange for the related options. This result may ob- 
tain because marketmakers on those exchanges may 
continue to trade primarily on the basis of transaction 
and quotation information from the primary exchange 
for the underlying security that is publicly dissemi- 
nated. 


Public comment is invited concerning the extent of 
competitive and market information advantages that 
may accrue to marketmakers for options and their 
underlying securities if side-by-side trading is per- 
mitted. In this connection, commentators should com- 
pare the advantages that may accrue (i) to market- 
makers for an underlying security and (ii) to market- 
makers for the related options if side-by-side trading is 
allowed (a) on the primary exchange for an underlying 
security, (b) on the primary exchange for an option, (c) 
on an exchange that is primary for both an underlying 
security and its related options and (d) on other ex- 
changes. Further, commentators should consider the 
competitive and market information advantages that 
other market participants passess,®1 and in this con- 
text discuss whether, and under what conditions, addi- 
tional advantages that may accrue to on-floor market- 
makers for options and their underlying securities as a 
result of side-by-side trading should be permitted. 


Lastly, publicly comment is invited concerning what 
effect, if any, the implementation of the initiatives 





60 it should be recognized, however, that an option 
marketmaker trading an option adjacent to its 
underlying security on a secondary exchange may have 
access to information regarding orders which may have 
an impact on the price of the underlying security both 
on that exchange and on the primary exchange. Block 
orders are an example of this situation. Additionally, a 
stock marketmaker on a secondary exchange for the 
underlying security that is also the primary exchange 
for the related options may be able to observe option 
trading that might indicate that purchasing or selling of 
the stock on its primary exchange would be likely to 
occur. 


61 In this regard, commentators should distinguish 
and compare the competitive and market information 
advantages of the following market participants: (i) 
block positioners, (ii) professional off-floor traders 
such as arbitrageurs and other dealers trading for their 
own account, (iii) integrated retail firms, and (iv) public 
customers, including hedge funds and institutions. 


described in the Commission’s January Release®2 con- 
cerning the development of a national market system 
for “qualified” securities may have upon additional 
competitive and market information advantages that 
may result from side-by-side trading. 


c. Manipulation 


The ability of marketmakers for options and their 
underlying securities to observe orders, transactions, 
and the patterns of trading and quotations for both se- 
curities may create opportunities for manipulating op- 
tion and stock prices that do not currently exist. Side- 
by-side trading may also facilitate manipulation of 
stock prices to protect and make option positions prof- 
itable by allowing marketmakers to assess the risks 
that may be associated with manipulative activity more 
accurately. An option marketmaker, for example, with 
a substantial short position of near-term at- or slightly 
out-of-the-money call options might more easily sell 
stock short with the intention of preventing the stock 
from “breaking through” the strike price if he were able 
to assess, due to presence on the floor and side-by- 
side trading of the option and the stock, the buying 
interest for the stock in the crowd and on the book. 


Public comment is invited concerning whether side-by- 
side trading may create opportunities for manipulating 
the prices of options and their underlying securities 
that do not exist at present. Commentators who are of 
the view that additional opportunities for manipulation 
may be created should give specific examples of such 
opportunities. Commentators should also discuss the 
extent to which side-by-side trading may facilitate 
manipulative activities. In this regard, commentators 
should compare manipulative opportunities that may 
be created or manipulative conduct that may be facili- 
tated if side-by-side trading is permitted (i) on the pri- 
mary exchange for an underlying security, (ii) on the 
primary exchange for an option, (iii) on an exchange 
that is primary for both an underlying security and its 
related options, and (iv) on other exchanges. 


d. Surveillance 


Commentators should also discuss what effect, if any, 
the implementation of side-by-side trading programs 
may have upon the ability of self-regulatory organiza- 
tions to monitor the markets for options and their 
underlying securities. In particular, modifications of 
existing surveillance systems that may be necessary to 
detect manipulations and misuses of market informa- 
tion that may occur if side-by-side trading is permitted 
should be specifically identified and discussed. 





62 See n. 4, supra. 
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2. Dual Marketmaking on an Exchange Floor 


The CBOE Plan proposes to implement dual market- 
making on the floor of the CBOE. The CBOE contem- 
plates that competing marketmakers would make 
markets in options and their underlying securities 
simultaneously and that one Board Broker would 
handle and execute public limit orders for both securi- 
ties. Dual marketmaking on an exchange floor, how- 
ever, may not require the implementation of a compet- 
ing marketmaker system to function effectively. It 
would seem, for example, that an individual specialist 
might attempt to make simultaneous markets in his 
specialty stocks and their related options. Alterna- 
tively, a specialist unit composed of numerous individ- 
uals might assume responsibility for making markets 
in options and their underlying securities. The discus- 
sion that follows will distinguish, where appropriate, 
between these different approaches to dual market- 
making. Public comments directed toward the issues 
raised by the prospect of dual marketmaking on an ex- 
change floor should also draw distinctions between 
these approaches as necessary. 


a. Pricing and Operational Efficiencies 


Dual marketmaking on an exchange floor may further 
refine the pricing and operational efficiencies dis- 
cussed in connection with side-by-side trading. Dual 
marketmaking, for instance, may improve the ability of 
a marketmaker to assure that quotations for options 
and their underlying securities reflect the value of both 
securities accurately and rapidly. This improvement 
may result because the dual marketmaker would be 
continuously aware of the markets for the options and 
the underlying stock and would be able to adjust his 
quotations for both securities to conform to changes in 
market conditions. 


In an active market, however, large trading crowds may 
congregate for both an underlying security and its re- 
lated options. It might be difficult under such circum- 
stances for a dual marketmaker to make markets for 
both securities simultaneously, particularly in the 
event that stock volume is high and numerous option 
series are trading. An individual specialist, for, ex- 
ample, making dual markets under such circumstances 
would be compelled to handle and execute limit orders 
in the underlying stock as well as in numerous option 
classes and series, to update quotations on all of these 
securities continuously, to trade in the stock and the 
various option classes and series simultaneously, and 
to manage trading in the crowd.83 a specialist unit en- 
gaged in dual marketmaking, on the other hand, might 





63 With respect to the ability of an individual specialist 
to update quotations for an underlying security and its 
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be able to continue making markets during a surge of 
activity by allocating marketmaking responsibilities 
among the members of the unit. However, it may not 
be feasible, as a practical matter, for competing mar- 
ketmakers to dual markets under such circumstances 
since it might be difficult to obtain accurate quotation 
information with regard to the underlying security and 
its related options,°* assure public limit order protec- 
tion, and maintain the fairness and orderliness of trad- 
ing due to the number of securities being traded simul- 
taneously, their relationship to each other, and the 
number of marketmakers that may be trading all of 
these securities at the same time and in the same 
place. In addition, trading in such a dual marketmaking 
environment may be confusing for market participants. 


Public comment is invited concerning pricing and 
operational efficiencies that may be obtained from dual 
marketmaking on an exchange floor.°Y In particular, 
commentators should discuss whether pricing and 
operational efficiencies which would exceed those that 
side-by-side trading on an exchange floor might pro- 
duce would be obtained if dual marketmaking were per- 
mitted (i) on the primary exchange for an underlying 
security, (ii) on the primary exchange for an option, (iii) 
on an exchange which is primary for both the under- 
lying security and its related options, and (iv) on other 
exchanges. Commentators who are of the view that 
such efficiencies may be obtained should identify and 





related classes and series of options while trading all 
of these securities for his own account, it should be 
noted that the derivative and interdependent nature of 
option prices may require an individual specialist to 
adjust all of his stock and option quotations virtually 
simutaneously and in relation to each other at the 
moment that a transaction in the underlying security 
occurs at a price away from the last sale or his quoted 
market. Commentators should discuss whether it 
would be feasible to make such adjustments and, if 
not, what pricing and operational inefficiencies may 
result. 


64 it should be noted that quotations on the options 
exchanges that utilize a competing marketmaker 
system currently may not provide more than a “sense” 
of the market at any particular time. See, e.g., Letter to 
George A. Fitzsimmons from Joseph W. Sullivan dated 
August 1, 1977, a copy of which is included in File No. 
$7-744. 


65 Retail and other member firms may obtain 
operational economies as a result of dual 
marketmaking on an exchange floor since stock and 
option orders could be executed by one person at one 
place. 


© 0 


describe them specifically. Efficiencies that might re- 
sult from individual specialist, specialist unit, and 
competing marketmaker dual marketmaking systems 
should be distinguished and specifically described. 
The effect that the trading of options and their under- 
lying securities on numerous exchange floors and 
markets may have upon pricing and operational effi- 
ciencies that may result from dyal marketmaking 
should also be discussed. Finally, commentators 
should discuss whether dual marketmaking on an ex- 
change floor is operationally and administratively fea- 
sible, and, if so, under what circumstances. 


b. Potential Conflicts in Marketmaking Obligations 


The transactions of stock and option marketmakers 
who are registered with a national securities exchange 
are required to constitute a course of dealings 
reasonably calculated to contribute to the maintenance 
of a fair and orderly market,©6 and such marketmakers 
may not enter into transactions or make bids or offers 
that are inconsistent with such a course of dealings. 

In addition, registered marketmakers generally have a 
“continuous obligation to engage, to a reasonable 
degree under the existing circumstances in dealings 
for their own account when there exists, or it is 
reasonably anticipated that there will exist, a lack of 
price continuity, a temporary disparity between the 
supply of and demand for a particular option contract, 
or a temporary distortion of the price relationships 
between option contracts of the same class. 


Since specialists and marketmakers who are registered 
with a national securities exchange have obligations to 
the markets for the securities in which they are 
registered to deal for their own account on the 
exchange floor, dual marketmakers on an exchange 
floor may be required to assume similar obligations 





66 See, e.g., CBOE Rule 8.7(a); AMEX Rules 170, 
114(b) and 958(b); NYSE Rules 104, 107B(2); MSE 
Article XXX, Rule 9, Article XLVII, Rule 6(a); PSE Rule 
ll, Sections 7(a), 9(g) and 10(d) Rule VI, Section 79(a) 
and PHLX Rules 215, 1014(a). See also 17 CFR 
240.11b-1(a). 


67 i. 


68 CBOE Rule 8.7(b). See also AMEX Rules 170 and 
114(c); PHLX Rule 1014(f); PSE Rule Il, Sections 9(g) 
and 10(d), Rule Vi, Section 79(b); MSE Article XXX 
(Interpretation and Policies (.01)) Article XLVII, Rule 
6(b); NYSE Rule 104(.01, 170B(3). 


with respect to both the options and the underlying 
securities in which they are making markets. 9 This 
may create economic incentives and trading 
opportunities for dual marketmakers to engage in 
conduct that might be considered inconsistent with 
their obligations to one or the other market. For 
instance, were a dual marketmaker to acquire a 
substantial long position in a stock in order to alleviate 
a temporary excess of supply over demand and to write 
call options against that long position in order to 
hedge the position partially, the writing activity might 
be viewed, if measured by traditional standards, as 
inconsistent with the dual marketmaker’s obligations 
to the option marketplace if supply in that marketplace 
also exceeded demand. 


Public comment is invited concerning the extent to 
which dual marketmaking on an exchange floor may 
create incentives and opportunities for dual 
marketmakers to engage in activity that may be 
deemed to conflict with their obligations to the market 
for an option or its underlying security. Commentators 
who express the view that dual marketmaking may 
result in conduct that would be inconsistent with a 
dual marketmaker’s obligations to either or both of 
these markets should identify and define such conduct 
specifically. Examples should be utilized where 
appropriate. In addition, such commentators should 
discuss whether marketmaking activities that may be 
considered to be inconsistent with marketmaking 
obligations that may arise in connection with dual 
marketmaking should be permitted, and, if so, whether 
any inconsistencies that may result might be 
adequately resolved, lessened, or regulated by means 
of surveillance, disclosure, rulemaking, or otherwise. 


Commentators should also discuss whether dual 
marketmaking on an exchange floor will be feasible if 
marketmakers are prohibited from engaging in 
transactions in an underlying security or its related 
options if the transactions were, or could be deemed to 
be, inconsistent with the marketmaker’s obligation to 
the market for either security. In this regard, 
commentators should consider whether, and the extent 
to which, dual marketmaking might result in a 
reduction in marketmaking capacity for options or their 
underlying securities if marketmakers were not 
permitted to engage in transactions that may be 
deemed to be inconsistent with their obligations to the 
market for either security. Commentators should also 
compare the extent to which reductions in 
marketmaking capacity may occur if dual markets are 
being made by an individual specialist or a specialist 





69 See, e.g., CBOE Plan, supra, n. 20, Proposed Rules 
8.7(a) and 8.7(b). 
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unit as opposed to by numerous competing 
marketmakers. 


c. Competitive Advantage and Market Information 


Dual marketmaking on an exchange floor may provide 
dual marketmakers with competitive and market 
information advantages which exceed those that may 
be available currently or that may exist if side-by-side 
trading is permitted. An individual specialist acting as 
a dual marketmaker, for example, would have exclusive 
knowledge of the contents of the limit order books for 
his specialty stocks and options’Y and would be 
constantly exposed to the flow of orders, inquiries, and 
trading in the trading crowds for both securities. This 
may allow the individual specialist to assess market 
conditions and to anticipate price movements and 
temporary imbalances in supply and demand in both 
markets more accurately than at present or in as 
side-by-side trading environment. 1 With this market 
information, as well as the ability to trade options and 





70 it should be noted, however, that the Commission 
has recently stated its belief that “one of the basic 
principles upon which a national market system must 
be based is the assurance that all agency orders in 
qualified securities, regardless of location, receive the 
benefits of auction-type trading protection.” January 
Release, supra, n. 4, 43 FR at 4359, 14 SEC Docket at 
40. Accordingly,the Commission encouraged the 
several self-regulatory organizations to “take joint 
action promptly to develop and implement a central 
limit order file (the ‘Central File’) for public agency 
orders to buy and sell qualified securities in specified 
amounts at specified prices (‘public limit orders’).” /d. 
In addition, the Commission stated that it was not 
“aware of any compelling reason why information as to 
all public limit orders in the Central File should not be 
made publicly available on a current and continuous 
basis, at least in summarized form.” /d, 43 FR at 4359, 
14 SEC Docket at 41. Commentators may wish to 
consider the effect that public availability of the 
contents of a central file for public limit orders for 
“qualified” securities may have upon the competitive 
and market information advantages that specialists 
may possess in a _ side-by-side trading or dual 
marketmaking environment. 


71 The competitive and market information advantages 
that a specialist on a primary exchange may enjoy have 
been described as follows: 


In his unique capacity the specialist stands 
at the heart of the Exchange market 
mechanism. He has intimate knowledge of 
the past market action of the stocks in 
which he specializes. He also has sole 
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their underlying securities simultaneously or prior to 
the public dissemination of transaction and quotation 
information regarding either security, an individual 
specialist making dual markets, particularly on the 
floor of an exchange that is primary for an underlying 
security and its related options, may obtain 
competitive advantages that significantly exceed those 
that a stock or option specialist or marketmaker 
currently possesses. 


A specialist unit may obtain similar competitive and 
market information advantages if allowed to trade 
options and their underlying securities simul- 
taneously. The unit, for example, would be exposed to 
the flow or orders and’ inquiries on the exchange floor 
for an underlying security and its options and would be 
able to observe trading patterns in both securities. In 
addition, the unit would have exclusive access to the 
limit order book for both securities.’”2 Because the unit 
would be comprised of more than one individual, 
however, it may be necessary to transmit information 
concerning activity in the two markets among the 
members of the unit in order to obtain a complete view 
of the marketplace and to make the most advantageous 
trading decisions. Although such market information 
may be transmitted rapidly, and perhaps prior to the 
dissemination of transaction and quotation informa- 
tion to the public, the ability of the unit to react to 
changes in market conditions may not be as 
expeditious or as complete as may be the case with an 
individual specialist. 





access to the specialist book showing 
outstanding orders both below and above 
the market which affords him a great 
competitive advantage over the public. In 
addition, he exercises a_ significant 
influence on the public appraisal of a 
security, since he is the one who quotes the 
market. For all these reasons, it is a matter 
of tremendous importance in the main- 
tenance of a fair and orderly market that a 
specialist’s transactions as principal be 
only of such kinds and in such amounts as 
are consistent with his function of acting as 
broker at the vital center of the auction 
market. 


SEC, Staff Report on Organization, Management, and 
Regulation of Conduct of Members of the American 
Stock Exchange, at 23 (1962) quoted in 2 SEC, Special 
Study of Securities Markets H.R. Doc. No. 95, 88th 
Cong., 1st Sess. at 59 (1963). 


72 See n. 70, supra. 
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Competing marketmakers in a dual marketmaking 
environment, on the other hand, may have fewer 
competitive and market information advantages than an 
individual specialist or a specialist unit. Since the limit 
order books for options and their underlying securities 
would be controlled by a Board Broker or an Order 
Book Official, the competing marketmakers may not be 
aware of the extent of buying and selling interest for an 
underlying security or its options at prices away from 
the market price. Further, the information that each 
competing marketmaker has concerning order flow, 
inquiries, and trading patterns may not be as complete 
as the information that a specialist or specialist unit 
possesses because trading activity may be more 
dispersed among the marketmaking crowd. Permitting 
dual marketmaking, however, may still provide 
competing marketmakers with information concerning 
trading in an underlying security and its related options 
that they do not have at present and may allow them to 
trade on the basis of this information, due to their 
presence on the exchange floor, before it is public'y 
disseminated.’3 


Public comment is invited concerning the extent of 
competitive and market information advantages, and 
the consequences of such advantages, that an 
individual specialist, a specialist unit, and competing 
marketmakers may obtain if dual marketmaking is 
permitted on an exchange floor. Commentators should 
discuss advantages that may result if dual 
marketmaking is allowed on the floor of (i) the primary 
exchange for an underlying security, (ii) the primary 
exchange for an option, (iii) an exchange that is 
primary for both an underlying security and its related 
options, and (iv) on other exchanges. 


Competitive and market information advantages which 
exceed those that may result from side-by-side trading 
should be specifically identified and described. 
Commentators should also consider competitive and 
market information advantages that dual marketmakers 
may obtain in relation to advantages that other market 
participants possess/4 and discuss whether, and 
under what circumstances, the advantages that might 
accrue to dual marketmakers on an exchange floor 
should be permitted. In this connection, competitive 
fairness and potential contributions to the marketplace 
that dual marketmakers may make should be 
considered. 





73 |t should be noted, as previously, that some of the 
market information that on-floor marketmakers may 
obtain in a dual marketmaking environment may never 
be publicly disseminated. See n. 58, supra. 


i$ 74 See n. 61, supra. 


Finally, public comment is invited concerning what 
effect, if any, the myeeraniaten of the initiatives in 
the January Release 5 concerning the development of 
a national market system for “qualified” securities may 
have upon competitive and market information 
advantages that may result from dual marketmaking. 


d. Manipulation 


Dual marketmaking on an exchange floor may create 
manipulative opportunities that do not presently exist. 
The fact that a dual marketmaker might earn 
substantial profits from option positions as a result of 
small movements in the price of an underlying security 
may also provide an incentive to engage in 
manipulative activity. Since it may be relatively simple 
to move the price of an underlying security a small 
amount and relatively difficult to detect such conduct, 
the risks associated with manipulative activity may be 
minimal while the opportunities to profit may be 
substantial. 


An example may help to illustrate these points. 
Assume that A is an individual specialist making dual 
markets in XYZ stock and options on the floor of an 
exchange that is the primary market for XYZ and its 
related securities. Also assume that on June 1 (i) XYZ 
opened at a price of $75, (ii) the July 70 calls were 
selling for $6 and the July 80 calls for $2, and (iii) A had 
a long position of 400 XYZ July 70 calls and 400 XYZ 
July 80 calls. To profit from the long call positions, A 
might utilize his knowledge of the supply and demand 
in the market for XYZ to cause the price of XYZ to move 
up a small amount in a short time and might use his 
knowledge of the market for the XYZ calls to liquidate 
the July 70’s and 80’s at a profit. Thus, A may quote a 
market for XYZ of 74 7/8 bid and 75 1/8 offered after 
the market opened, the 75 1/8 offered price reflecting 
A’s own quotation and offers at 75 1/4 being present on 
the book. If a market order to buy 200 shares of XYZ 
were to enter the market, A might sell 100 shares to the 
customer from his inventory at 75 1/8, immediately 
raise his offer to 75 1/4, and sell the remaining 100 
shares to the customer from the book at a price of 75 
1/4. Subsequently, A might adjust his quotation to 75 
bid and 75 1/4 offered. If a market order to sell 300 
shares were to then come to the floor, A might 
purchase the shares at 75 if there were no orders on the 
book or in the crowd at that price to assure that the bid 
price did not decline. As additional orders to buy or to 
sell XYZ entered the market throughout the day, A 
might continue to sell from the book until all book 
orders were filled at a particular price, adjust his 
quotations upwards, and buy at the bid price for his 
own account only to the extent necessary to assure 





75 See n. 4, supra. 
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that the bid did not decline. As a result of this trading, 
the price of XYZ might be raised to 76 at the end of the 
day and A might be a net purchaser of XYZ. Assume, 
for the purposes of this example, that A was net 
purchaser of 1500 shares at an average price of 75 1/2. 


The following day, with A opening the market by 
quoting a bid price of 75 7/8 and an offered price of 76 
1/8, A might liquidate his positions in the XYZ July 70 
and 80 calls utilizing limit orders that may be in the 
book, and orders that may be in the trading crowd. The 
average premiums that A receives in this liquidation 
might be $7 for July 70 calls and $2.50 for the July 80 
calls. If A is also able to later liquidate his 1500 share 
position in XYZ at an average price of 75 1/2, again 
using limit orders in the book and orders in the crowd, 
he would have obtained a $60,000 profit on his option 
trading by causing a one point move in XYZ in one day. 


The derivative nature of option pricing and the leverage 
characteristics of options provide the dual market- 
maker with the incentive to effect the transactions 
described in this example. Access to the market 
information in the limit order books and in the trading 
crowds for the stock and its options may facilitate his 
activities. Moreover, the relatively small price 
movement that was necessary to produce his profit 
may make his activities difficult, if not impossible, to 
detect. Of course, the profitability of such conduct 
may depend upon the amount and price of stock that 
must be absorbed to move the stock price as well as 
upon the ability of the dual marketmaker to liquidate 
his option positions while the stock price is at an 
artificially high level and his stock positions without 
sustaining a loss that would significantly diminish his 
option profits. In addition, the fluctuations in stock 
prices over a short period of time and the liquidation of 
a substantial option position while the stock price is at 
a brief high may provide surveillance tools that would 
allow self-regulatory organizations or market partici- 
pants to detect this type of activity. 


In a competing marketmaker system of dual 
marketmaking, on the other hand, it may be more 
difficult to profit successfully from conduct such as 
that described in the above example. Without 
knowledge of the contents of the limit order books for 
the options and the underlying security, a competing 
marketmaker may not be able to estimate the buying 
and selling interest in the underlying security 
accurately and thus to assure the desired progression 
of quotation adjustments that permit the stock price 
adjustments to occur with minimal risk. Also, without 
knowledge of the limit order books, liquidating the 
stock and option positions quickly and effectively may 
be more difficult. 


The example that has been discussed is not intended 
to be exclusive or even typical of manipulative conduct 


44/SEC DOCKET 


that may occur if dual marketmaking is permitted on an 
exchange floor. Rather, it is intended to illustrate 
additional potentials for manipulation that dual 
marketmaking on an exchange floor may create. Public 
comment is invited concerning whether dual 
marketmaking on an exchange floor would create 
opportunities and incentives for manipulating the 
prices of options and their underlying securities which 
do not currently exist. Commentators who express the 
view that such opportunities and incentives would be 
created should discuss the opportunities and 


incentives specifically and should provide examples - 


where feasible. Commentators should compare 
opportunities for manipulative conduct that may 
be created if dual marketmaking is allowed (i) 
on the primary exchange for the underlying secu- 
rity, (ii) on the primary exchange for an option, (iii) 
on an exchange that is primary for both an underlying 
security and its related options, and (iv) on other 
exchanges. Commentators should also discuss 
differing potentials for manipulation that may exist if 
an individual specialist, specialist unit, or competing 
marketmaker system of dual marketmaking were to be 
in effect. Specifically, with regard to a competing 
marketmaker system of dual marketmaking, com- 
mentators should consider whether, and the extent to 
which, one or more competing marketmakers, 
individually or in concert, may be able to manipulate or 
dominate prices for an underlying security and its 
related options. 


e. Surveillance 


As mentioned in connection with the discussion of 
manipulative potentials that dual marketmaking on an 
exchange floor may present, surveillance of dual 
marketmaking may be a difficult task. Accordingly, 
public comment is invited with respect to the effect, if 
any, that the implementation of such dual 
marketmaking programs may have upon the ability of 
self-regulatory organizations to monitor the markets 
for options and their underlying securities. In 
particular, commentators should discuss specific 
methods that may be available to detect and evaluate 
manipulations and other improper trading practices, 
including conduct by dual marketmakers that may be 
deemed a misuse of market information or inconsistent 
with a dual marketmaker’s marketmaking obligations, 
that might be utilized if dual marketmaking is 
permitted. 


B. Whether Standardized Options Should be Traded 
in the Over-the-Counter Markets 


The NASD Plan contemplates the establishment of an 
over-the-counter market for standardized options. This 
proposal thus presents the issue of wheether such a 
market is appropriate. Public comment is invited at this 


< 
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time concerning. three market structure questions that 
must be considered in seeking to resolve this issue. 
First, real-time transaction reporting for over-the- 
counter securities is not currently required in the 
over-the-counter markets. Accordingly, it is necessary 
to consider whether standardized options trading in the 
over-the-counter markets is appropriate in the absence 
of real-time last sale reporting of underlying security 
transactions. Second, the extent to which trading in 
underlying securities and their related options should 
be integrated in the over-the-counter markets must be 
considered.”6 Finally, the question of whether third 
market trading of listed options should be permitted is 
raised by the NASD Plan and should be addressed. 
Each of these issues is discussed briefly in the 
following section. 


1. Real-Time Last Sale Reporting in the Over-the- 
Counter Markets 


The absence of real-time last sale reporting of 
underlying security transactions in the over-the- 
counter market may present questions of option 
pricing efficiency and fairness in that marketplace. 
Because option prices depend upon and react to 
changes in the price of the underlying security, the lack 
of real-time transaction reporting for underlying 
securities may make it difficult to determine the value 
of an option at any given point in time or to adjust 
option or stock positions in accordance with price 
changes in the underlying security. 


Forexample: An institutional investor might approach 
a NASDAQ marketmaker during the first week of 
January to buy 10,000 shares of XYZ. Assume that the 
high sale price for XYZ during the previous day was $50 
per share and the best bid currently displayed on 
NASDAQ Levei II service is 49 7/8 and the best offer is 
50 1/8. Also assume that January 40, 45, 50 and 55 put 





76 in connection with this discussion of the NASD 
Plan, it should be noted that the Commission has 
previously stated its belief that, “in principle, an 
options program along the lines discussed in the 
NASD’s [proposed program] would be consistnet with 
the Securities Exchange Act of 1934 and that, in an 
environment of vigorous competitive market making, it 
would be appropriate to permit marketmakers, if they 
choose, to make markets in both the options and the 
underlying securities.’’ The Commission also 
emphasized, however, “that the environment in which 
dual [marketmaking] may be permitted [is] of concern” 
and stated its desire “to be certain that that 
environment provides for appropriate regulatory 
safeguards. . . .” See Letter from Roderick M. Hills to 
Gordon S. Macklin dated September 24, 1976. A copy 
of this letter is contained in File No. S7-744. 


and call options, in addition to various April and July 
series, have been issued on XYZ. Were the 
marketmaker to sell 6,000 shares to the institution at a 
price of 51, knowledge of this transaction might have a 
significant effect upon the valuation of the January and 
other options by other marketmakers and market 
participants. Marketmakers, for instance, might 
increase their bid and offer quotations in the January 
40 and 45 calls to reflect an increase, perhaps in the 
amount of $1, in the intrinsic value of those options, or 
might decrease their bids and offers in the January 55 
puts by a similar amount. In addition, other 
marketmakers and market participants might seek to 
adjust positions in accordance with the price increase. 
A market participant with a short position in the 
January 50 calls, for example, might execute closing 
purchase transactions or might purchase stock to 
hedge the short position. A marketmaker, on the other 
hand, with along position in the January 50 calls might 
sell January 55 calls or April 50 calls to spread the risk 
of the long position. Without real-time last sale 
reporting of the transaction in XYZ, however, persons 
other than the institution and the marketmaker 
completing the trade would not know the size or price 
of the transaction or even that the transaction had 
occurred. As a result, they may not have an opportunity 
to adjust their prices and positions to reflect the 
transaction. 


Further, without real-time last sale reporting of 
underlying security transactions, investors may be 
compelled to rely exclusively upon quotation 
information provided by the NASDAQ system in 
making griviag decisions concerning NASDAQ 
options.” In this connection, it should be noted that 
NASDAQ marketmakers may not adjust quotations 
when transactions occur at prices away from the 
quoted prices but might adjust such quotes if no 
transaction or significant market event were to take 
place. For instance, in the above example, the 
NASDAQ marketmaker that sold the 6,000 shares of 
XYZ may, at the time of the sale, have been bidding 49 
7/8 and offering 50 1/4 for XYZ. If he were also making 
markets in the XYZ NASDAQ options, he may have 
been bidding 10 and offering 10 3/8 for the January 40 
calls. After the sale, these quotations might not 
change and may continue to reflect the dual 
marketmaker’s market for one round lot of XYZ and one 
January 40 call. Under such circumstances, the dual 
marketmaker’s quotations would not indicate that a 
transaction had occurred which might suggest that the 





77 it must be noted that NASDAQ quotations are 
required to be firm for only one round lot and do not 
indicate any greater number of shares for which the bid 
or offer will be firm. 
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January 40 calls should have an intrinsic value of 11.78 
As a result, market participants, trading solely on the 
basis of quotations, may not have an opportunity to 
make an independent judgment concerning the prices 
at which XYZ and the XYZ options should trade in light 
of the 6,000 share transaction or to assess the risk 
associated with their stock and option positions in 
view of that transaction. ’9 


The NASD, however, has responded to the suggestion 
that it implement real-time last sale reporting on at 
least three occasions in the context of its proposed 
options plan.°Y The Association has stated that “trade 
reporting of transactions in over-the-counter securities 
underlying options in the detail it believes necessary 
would be unnecessarily burdensome and extremely 
time consuming to members if implemented on a 
real-time basis.”81 In addition, the Association has 
pointed out that real-time last sale reporting of 
underlying security transactions might “create public 
confusion” since the “Consolidated Tape presently 
prints transactions at prices which are exclusive of any 
commissions or differentials charged” whereas last 
sale reports of transactions by over-the-counter dealers 
might, is not reported via the consolidated tape and in 
accordance with its rules, “reflect the actual or net 
price paid or received.”82 As a result, it may be difficult 





78 similarly, real-time last sale reporting of option 
transactions may not provide market participants with 
sufficient information to allow proper option pricing. 
If, for example, the dual marketmaker were to purchase 
the January 40 calls at between 10 and 10 3/8, or at 
slightly higher prices, other market participants who 
received real-time last sale reports of these purchases 
may have no reason to believe that such transactions 
may not reflect the value of those options since the 
purchases would be at prices reasonably related to the 
marketmaker’s quotations. 


79 See Letter to George A. Fitzsimmons from James F. 
Dalton, dated March 31, 1977, pp. 5-6. A copy of this 
letter is included in File No. S7-744. 


80 Letters to George A. Fitzsimmons from Gordon S. 
Macklin dated March 18, 1977, and October 19, 1977; 
Letter to Sheldon Rappaport and Martin Moskowitz 
from Frank J. Wilson dated May 31, 1977. A copy of 
each of these letters is available in File No. S7-744. 


81 See Letter to George A. Fitzsimmons from Gordon 
S. Macklin dated March 18, 1977, p. 2. 


82 ig, p. 3. 
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for market pevesents to interpret last sale 
information.85 Further, the NASD has suggested that 
requiring real-time last sale reporting for transactions 
in securities traded exclusively in the over-the-counter 
markets may result in reduced market-making capacity 
in those markets. 


Public comment is invited concerning these issues.85 
Specifically, commentators should discuss whether 
real-time last sale reporting of underlying security 
transactions in the over-the-counter markets should be 
rquired before over-the-counter trading in standardized 
options is permitted. Commentators should also 
discuss whether underlying security quotation 
information, in conjunction with real-time reporting of 
option transaction and quotation information, is 
sufficient to allow fair and efficient over-the-counter 
trading in standardized options. Any “burdens” that 
real-time reporting of underlying security transactions 
may impose upon over-the-counter traders and 
marketmakers should be discussed in detail as should 
any “public confusion” or reductions in marketmaking 





83 article XVIII of the NASD By-Laws and Schedule G 
thereunder initially required “net” price reporting for 
over-the-counter transactions in listed securities for 
the several months immediately after the implementa- 
tion of Network A of the Consolidated Transaction 
Reporting System. Subsequently, the Commission 
approved an NASD rule change which, among other 
things provided that over-the-counter principal 
transactions in listed securities be reported in the 
Consolidated System at “gross” prices. In other words, 
the price reported to the Consolidated System, like all 
other prices reported to that system, does not include 
any commission, commission equivalent, or differen- 
tial imposed in connection with the transaction. See 
Securities Exchange Act Release No. 12432 (May 12, 
1976), 42 FR 3383 (January 18, 1977). 


84 See, e.g., Testimony of Gordon S. Macklin, 
President, National Association of Securities Dealers, 
Inc., August 16, 1977, in response to Securities 
Exchange Act Release No. 13662 (June 23, 1977), 42 
FR 33510 (June 30, 1977), File No. 4-180 at Transcript, 
pp. 978-981 and 1044-1045. 


85 Numerous proposals have also been made io list 
and trade, on registered exchanges, standardized 
options on securities traded solely in the 
over-the-counter markets. See n. 21, supra. These 
proposals may raise issues analogous to those 
discussed in this section, and interested persons are 
invited to discuss whether exchange trading of such 
options should be permitted. 
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capacity that might result from such reporting. In 
addition, commentators may wish to consider and 
discuss the costs and benefits of imposing real-time 
last sale reporting requirements solely with respect to 
over-the-counter securities upon which standardized 
options have been issued. 


Finally, on January 26, 1978, the Commission stated 
its intention to initiate a rulemaking proceeding not 
later than June 30, 1978, for the purpose of designating 
certain categories of securities as “qualified” for 
trading in a national market system. The 
Commission observed that a number of equity 
securities traded exclusively in the over-the-counter 
market “generally possess characteristics . . . which 
justify their inclusion in the ‘qualified’ category.”87 
Moreover, the Commission stated its intention “to 
require last sale information with respect to completed 
transactions in all qualified securities traded 
exclusively over-the-counter to be included in the 
consolidated [transaction reporting] system [and] to 
require quotations in those securities to be collected 
and disseminated in accordance with Rule 11Ac1-1 
under the Act... .°88 Commentators may wish to 
discuss what relationship, if any, this rulemaking 
proceeding should have to the question of whether 
real-time last sale reporting of transactions in 
securities underlying NASDAQ options should be 
required. 


2. Integrating the Trading of Standardized Options 
and Their Underlying Securities in the Over-the- 
Counter Markets 


The NASD Plan proposed to allow registered NASDAQ 
marketmakers to make markets in NASDAQ options 
and their underlying securities simultaneously. In its 
analysis of the issued relating to dual market- 
making,°Y the NASD stated that dual marketmaking 





86 January Release, n. 4, supra, 43 FR at 4360-4361, 14 
SEC Docket at 43. 


87 I. 


88 ig. See also, Securities Exchange Act Release No. 
14415 (January 26, 1978), 43 FR 4341 (February 1, 
1978), 14 SEC Docket 14 (February 7, 1978). 


89 National Association of Securities Dealers, “An 
Analysis of the Issues Relating to Dual Marketmaking 
on NASDAQ, May 14, 1976” (“Analysis”). This analysis 
was submitted in response to Securities Exchange Act 
Release No. 10312 (August 1, 1973), 38 FR 21459 
(August 8, 1973), and a copy is included in File No. 
$7-744. 


through NASDAQ would “entail substantial benefits to 
investors and the marketplace” and noted its belief that 
“dual marketmaking in the closely regulated, highly 
visible NASDAQ market will not create significant new 
opportunities for manipulative abuses by market- 
makers.”Y In this connection, the Association was of 
the view that “the quality of the underlying securities 
[on which NASDAQ options would be issued], the 
number of competing marketmakers [entering 
quotations in the NASDAQ system], the volume of 
trading activity [in the underlying securities], and a 
requirement that there be a minimum number of 
marketmakers in both the underlying security and the 
[NASDAQ] option before anyone would be permitted to 
make a dual market” would be sufficient safeguards to 
minimize the ability of a dual marketmaker to 
manipulate an underlying NASDAQ security or its 
options.9 Additionally, a “comprehensive package of 
rules” to govern the operation of the NASDAQ trading 
system and “extensive examination and surveillance 
programs” were expected to have a “significant 
deterrent and preventative effect.”““ Whether dual 
marketmaking is appropriate in the over-the-counter 
markets will be discussed in the following section. 





90 ig, p. 2. 
91 ig, pp. 11-12. 
92 ig, p. 12. 


93 The possibility of implementing side-by-side 
trading in the over-the-counter markets will not be 
discussed specifically in this Release because it does 
appear to be a viable method of trading stocks and 
options in the over-the-counter markets due to the 
difficulty, if not impossibility, of separating 
marketmaking functions where trading occurs in the 
offices of securities dealers. Commentators may wish 
to discuss, however, whether side-by-side trading 
would be feasible or appropriate in the over-the- 
counter markets. See, e.g., Securities Exchange Act 
Release No. 11423 (May 15, 1975). 


It should be also noted that the NASD has stated: 


Firms most likely to become marketmakers in 
NASDAQ options are the same firms that currently 
make markets in the underlying securities on 
NASDAQ. It is unlikely that firms other than NASDAQ 
marketmakers will choose to be NASDAQ options 
marketmakers only or that a marketmaker in a given 
NASDAQ underlying security will choose to make a 
NASDAQ options market involving an underlying 


Continued on following page 
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a. Market Information and Manipulation 


NASDAQ dual marketmakers may be exposed to 
substantial inquiry and order flow in NASDAQ options 
and their underlying securities. The absence of 
real-time last sale reporting with regard to stock 
transactions, when coupled with the ability of a 
NASDAQ marketmaker to complete stock transactions 
at prices other than those quoted in NASDAQ without 
adjusting quotations or otherwise indicating that a 
transaction has occurred, may enhance the ability of a 
NASDAQ dual marketmaker to utilize inquiry and 
transaction information with regard to the underlying 
security to earn profits on option positions. 


The example discussed above in connection with 
real-time last sale reporting may illustrate some of 
these points. In that situation, an institutional investor 
approached a NASDAQ marketmaker to buy 10,000 
shares of XYZ. The high sale price for XYZ during the 
previous day was $50 per share and the best bid 
displayed on NASDAQ Level II service was 49 7/8 and 
the best offer was 50 1/8. The marketmaker sold 6,000 
shares to the institution at a price of 51. If the 
marketmaker who sold the 6,000 shares of XYZ was 
also making markets in the XYZ options, he might 
purchase, after completing the stock sale, the January 
40 or 45 calls at the prevailing bid price or by slightly 
improving the best bid. He may also be able to sell the 
January 55 or 50 puts at the prevailing offer price or by 
slightly improving the best offer. Assuming that the 
market were to adjust gradually to the sale price of 51, 
perhaps to indicate that XYZ was properly valued at $51 
per share or perhaps because other transactions, 
involving the other 4,000 shares that the institution 
sought to buy and other marketmakers, were to occur 
at a price near 51 and other marketmaker quotations 
were to adjust accordingly, the dual marketmaker 





Continued from preceding page 


security with which it is unfamiliar, i.e., an issue in 
which it is not a NASDAQ marketmaker. Also, it would 
not be in the public interest for a NASDAQ market- 
maker to drop his marketmaking activity in a NASDAQ 
issue in favor of making a market in a NASDAQ option. 
In reality, it would not do so. 


In sum, if dual marketmaking is not permitted, it is 
unlikely that the NASDAQ options program will be 
implemented. This eventuality is neither desirable nor 
necessary. Analysis, pp. 29-30. 


Hence, it may be that an over-the-counter market for 
standardized options will not be feasible, due to a lack 
of marketmaking capacity, without dual marketmaking. 
Commentators should discuss this possibility. 
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might liquidate the long call or cover the short put 
positions at a profit. 


On the other hand, even when a NASDAQ dual 
marketmaker is aware of an imminent stock or option 
transaction, it may be difficult to profit from this 
knowledge again due to the absence of real-time last 
sale reporting and the fact that quotations may not be 
adjusted to reflect transactions. If, for example, (i) the 
institution that purchased XYZ from the NASDAQ dual 
marketmaker was unable to find another seller and 
withdrew from the market, (ii) the institution was able 
to buy the 4,000 remaining shares of XYZ quickly from 
other marketmakers at a price not significantly higher 
than 51 and those marketmakers did not adjust their 
quotes to reflect the transactions, or (iii) additional 
sellers entered the market, the market for XYZ may not 
adjust to reflect the marketmaker’s transaction or the 
institutional buying, particularly if information 
concerning the transaction was not publicly 
disseminated and the marketmaker did not adjust his 
quotations to reflect the transaction. Under these 
circumstances, the marketmaker might not profit from 
the option position that he had assumed although he 
may be able to liquidate that position without 
sustaining a substantial loss since the call options 
may have been properly valued when he purchased 
them and their prices may not have changed. 


Dual marketmaking in the over-the-counter market may 
also provide NASDAQ marketmakers with incentives 
and opportunities to engage in manipulative practices. 
These incentives and opportunities, as on an exchange 
floor, may result from the ability to profit on option 
positions as a consequence of relatively small and 
rapid price movements in the underlying security and 
the difficulty of detecting improprieties that may occur 
in connection with such price movements. For 
example, assume that the best bid for XYZ displayed 
on NASDAQ Level II is 50 and the best offer is 50 1/4. 
Also assume that A, a registered dual marketmaker, 
has accumulated a long position of near-term put 
options with an exercise price of 55. Further, assume 
that the best bid for the XYZ 55 put options is 6 and the 
best offer is 6 1/4. If A were a prominent dual 
marketmaker and was currently bidding 50 and offering 
50 3/8 for XYZ, a change in A’s bid and offer for XYZ 
may significantly impact the bids and offers of other 
marketmakers and, at the same time, the bids and 
offers for the XYZ put options. Thus, if five 
marketmakers were bidding 50 for XYZ and A were to 
lower his bid to 49 1/2 and his offer to 49 3/4, the other 
marketmakers, particularly in the absence of real-time 
last sale reporting, may believe that A has effectuated a 
large transaction at a price substantially below his bid 
price or that A is in possession of market information 
concerning XYZ that reflected upon the company or the 
market for its securities adversely. As a result, these 
marketmakers may lower their bids and offers in a 
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manner consistent with A’s adjustments. Under these 
circumstances, the best bid for the XYZ 55 put options 
may increase to 6 1/2. If A is able to sell all or a 
portion of his long position in the XYZ 55 puts, he may 
be able to earn 1/2 for each put that is sold. 


In this example, A was able to earn a profit on his 
option position merely by changing his quotations for 
the underlying security. Of course, other market 
participants may purchase shares from A at his 
reduced offer of 49 3/4 and A would then be at risk that 
the market would return to its previous level and his 
profit from his option transactions may become a 
substantial loss. In addition, it may be feasible to 
detect A’s conduct since the liquidation of his long 
position in the put options may be inconsistent with 
the lowering of his bid and ask quotations and would 
occur while the market was temporarily depressed. 


In this connection, the NASD has stated that the 
potential for manipulating underlying NASDAQ 
securities will be minimal because those securities will 
be “widely held and actively traded,” quotations will 
be highly visible,94 substantial marketmaking 
competition will exist,“Y and position and exercise 
limits and NASD rules and reporting requirements 
“would effectively prevent a marketmaker from 
achieving a large enough position in options to utilize 
the options in a meaningful fashion in any attempt at 
manipulation.”96 





93 Analysis, supra, p. 12. 
94 Id, p. 15. 
95 id, pp. 15-16. 


96 Id, p. 17. With regard to the rules and reports that 
the Association intended to utilize “to act as 
safeguards for the protection of investors and the 
public interest,” the NASD stated: 


(1) . . . in order for a member to simultaneously make 
a market in the underlying security and options relating 
thereto, there would have to be a total of at least five 
registered marketmakers in the underlying security and 
at least five registered marektmakers in each options 
series in respect to which dual marketmaking was 
intended. This provision would reduce the possibility 
of a given firm controlling activity in both the opiion 
and the underlying security, and, hence, reduce the 
possibility of manipulation. If a firm elected to make a 
dual market, however, it would be required to make a 
market in each of the options series (various expiration 
dates) with the same striking price. This requirement 
would guarantee a market in all series with the same 
striking price where a dual market is being made. 


Public comment is invited concerning the extent of 
market information advantages that may accrue to dual 
marketmakers if dual marketing is permitted in the 
over-the-counter markets. Commentators should 
identify and describe specifically, and by means of 





(2) Without prior approval of the Association, a 
NASDAQ options market maker would be prohibited 
from acquiring positions in its investment account, or 
the accounts of other members or investors, in any 
class or series of NASDAQ options in excess of 
specified limits. Specifically, these limitations would 
prohibit aggregate long or short positions in excess of 
1000 options contracts of the same class of NASDAQ 
options or 500 options contracts of the same class and 
expiration date. This rule is designed to prevent a 
marketmaker from accumulating so large a position as 
to be able to manipulate prices by having “a corner on 
the market” in a given class or series of options. 


(3) There would be a limitation on the number of long 
positions in a given class of options which could be 
exercised within any five-day period by a NASDAQ 
options marketmaker buying for its investment account 
or the account of any of its officers, partners and 
employees, by any other members or by a public 
customer. The purpose of this proposal is to 
discourage manipulative activities in the underlying 
security by limiting the number of shares which may be 
acquired under options within a stated period of time 
and by minimizing the effect that the exercise of 
substantial amounts of options might have on the price 
of the underlying security. 


(4) Dual marketmakers would have position and 
exercise limits as to their trading accounts in addition 
to the above limitations in connection with their 
investment accounts. Specific limits have not yet been 
determined but they are under active consideration, 
i.e., a position limit of 5 or 10% of the open interest; 
exercise limits comparable to those imposed for 
investment accounts. 


(5) All marketmakers, dual or otherwise, would be 
required to file reports detailing the nature of the 
options position in excess of established levels (which 
would be substantially less than the established 
positions limitations) in each of its investment 
accounts and the accounts of affiliates. Reports as to 
dual marketmakers trading accounts would also be 
required. Reports would also be required from all 
members with uncovered short positions. These 
reporting requirements would establish an early 
warning system whereby concentrated positions in 
options which may be used in a potential manipulative 
scheme could be quickly identified. 
Continued on following page 
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example where appropriate, such advantages. In 
addition, commentators should discuss possible 
misuses of market information that may occur in a dual 
marketmaking environment in the over-the-counter 
markets and attempt to define such misuses precisely. 
Commentators should also discuss the possibilities 
for effecting stock or option manipulations in the 
over-the-counter markets if dual marketmaking is 
allowed. Specific examples of manipulations that may 
occur should be presented and discussed. 


b. Marketmaking Obligations and Commitment to the 
Marketplace 


The NASD Plan would not impose marketmaking 
obligations upon NASDAQ dual marketmakers which 





Continued from preceding page 


(6) Where excesses over established position limits 
occur, prohibitions on further activity by the violative 
accounts would be imposed until the excesses are 
liquidated. 


(7) Transactions in so-called “conventional options” 
covering those securities in which NASDAQ options 
are being traded would be required to be reported. This 
provision will assist in the surveillance of all options 
activities in securities authorized for NASDAQ options. 


(8) The principle of full disclosure is a paramount 
concern particularly in regard to those situations in 
which a member acts in the capacity of a dual 
marketmaker. In that connection, the Association is 
considering the desirability of a rule which would 
require disclosure of this fact on confirmations sent to 
customers. 


(9) All NASDAQ options marketmakers, as well as all 
other members, would be prohibited from entering 
into any options contract with an issuer, controlling 
person or affiliate of the issuer if the option covered 
securities of the issuer. It should be noted that one of 
the chief abuses uncovered by the Pecora Commission 
was secret options transactions between dealers and 
persons holding controlling interests in issuers and the 


issuers themselves. Such will be prohibited on 
NASDAQ. 
(10) Special requirements will govern the execution 


of options contracts in customers’ discretionary 
accounts. A member would be required to obtain the 
written approval of the customer specifically 
authorizing options trading in the discretionary 
account and each NASDAQ options transaction would 
be required to be approved by a registered options 
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would be similar to those imposed upon exchange 
marketmakers.97 The Plan would also permit NASDAQ 
dual marketmakers to suspend quotations, with the 
approval of the NASD, upon a showing that their ability 
to enter quotations is seriously impaired. Moreover, 
the NASDAQ dual marketmakers would be able to 
voluntarily terminate their registration as a NASDAQ 
marketmaker in a particular option series merely by 
withdrawing their quotations. Reregistration would be 
permitted at any time upon the filing of an application 
for reregistration and NASD approval. 


Expressing concern with regard to the ease of 
registering and withdrawing from option marketmaking 
responsibilities under the NASD Plan, the CBOE has 
observed: 


A NASDAQ options market-maker will be 
permitted to register for and withdraw from 





principal. While these provisions are primarily for the 
protection of investors, they would also make it more 
difficult for members to create options trading activity 
through accounts over which they have control. The 
use of discretionary accounts has in the past assisted 
in the perpetuation of many manipulations. 


(11) The Association would have broad authority to 
impose on its own motion restrictions upon 
transactions in any class or series of NASDAQ options 
or transactions in the underlying security as may be 
necessary and appropriate to maintain fair and orderly 
markets in the public interest. This would enable the 
Association to deal with special and unique trading 
situations the particulars of which cannot be foreseen 
in advance. 


Analysis, supra, pp. 17-22 (Footnotes omitted). See 
also NASD Plan, Proposed Article XVI, Section 3, 
Schedule D, Part IV, Section 3(a) which, among other 
things, would increase the number of registered 
NASDAQ marketmakers who would be required to be 
displaying quotations in the underlying security to ten 
prior to the commencement of dual marketmaking 
activities. 


Commentators may wish to discuss whether these 
safeguards are adequate (i) to minimize opportunities 
to engage in manipulative conduct that dual 
marketmaking in the over-the-counter markets may 
create, (ii) to deter such conduct, and (iii) to permit 
appropriate monitoring of potentially improper 
activities. 


97 See n. 27 and accompanying text and discussion at 
Section III(A)(2)(b), supra. 
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that status with relative ease. Thus, market- 
makers in NASDAQ options could engage 
in a practice of registering for only those 
series which are or have become attractive 
(in the sense of trading activity) and 
avoiding unattractive series or terminating 
their registrations in series that become 
unattractive simply by withdrawing their 
quotations. With a number of market- 
makers avoiding or deserting a series which 
had become unattractive, an investor who 
had taken on a position in that series might 
be hard-pressed to close it out at a price he 
deemed reasonable. Dissatisfaction or 
disillusionment with loss of liquidity could 
well spill over from the NASDAQ options 
market to the listed options markets. 


Our concern for loss of liquidity is 
heightened by the lack of restrictions on 
withdrawal from market-maker status as a 
particular series approaches expiration or 
moves into or out of the money. Although 
we recognize that no one can guarantee the 
continued existence of a secondary market 
for a particular series or class of options, 
the great strength of the listed options 
market has been the liquidity which 
exchange market-makers (with their 
attendant obligations) have brought to 
options trading. The NASD proposal should 
include features designed to encourage the 
development and continuation of a similarly 
liquid secondary market.98 


Public comment is invited concerning whether dual 
marketmaking is appropriate in the over-the-counter 
market in the absence of any requirement that such 
marketmakers contribute to, and not diminish, the 
fairness and orderliness of those markets. Commen- 
tators expressing the view that dual marketmakers in 
the over-the-counter markets should be required to 
contribute to the fairness and orderliness of those 
markets should specifically discuss how such 
requirements might be implemented and how 
individual dual marketmaker contributions to the 
marketplace might be measured and evaluated. 
Commentators should also discuss whether registra- 
tion and withdrawal provisions for dual marketmakers 
similar to those suggested by the NASD Plan would be 
appropriate if dual marketmaking in the over-the- 





98 Letter to George A. Fitzsimmons from Joseph W. 
Sullivan dated April 25, 1977, pp. 7-8. See also Letter to 
George A. Fitzsimmons from Wayne P. Luthring- 
shausen dated May 10, 1977, pp. 3-4. Copies of these 
letters are contained in File No. S7-744. 


counter markets were permitted. In addition, 
commentators should consider whether the imposition 
of marketmaking obligations or special registration 
and withdrawal requirements upon NASDAQ dual 
marketmakers might result in unnecessary or 
inappropriate burdens on competition. 


c. Surveillance 


In discussing the NASD Plan, the CBOE suggested 
that surveillance of stock and option trading may be 
particularly difficult in the over-the-counter markets 
because: 

“... under the NASD proposal (i) trading 
will not take place in a crowd, but rather 
over a telephone line between two members’ 
trading rooms, (ii) the trade reporting 
process will be manual and under the 
control and discretion of an_ individual 
member, and (iii) to the extent that the 
options relate to OTC stocks, there will not 
be last sale price and volume information on 
the underlying securities.”99 


The Association, however, responded to the 
suggestion that its surveillance systems may not be 
adequate by stating: 


We will not, of course, have last sale 
information on a real time basis on 
underlying over-the-counter securities. We 
will have sequentially timed transaction 
reporting for surveillance purposes of all 
transactions in underlying NASDAQ 
securities. Thus, we will, among other 
things, be able to construct an adequate 
audit trail and also be able to detect 
sequenced changes in options quotes and 
those in their underlying securities. We 
hasten to point out that the effectiveness of 
our surveillance program will be enhanced 
by the fact that we will have available to use 
on a continuous basis information on 
activity in both NASDAQ options and their 
underlying over-the-counter securities. As 
noted previously, sequentially timed trans- 
action reports on a// underlying securities 
trades will be submitted daily by a// NASD 
members effecting such trades. Using this 
information, and the real time option trade 
reports, the Association’s computer will be 
able to produce a printout which will show, 





99 Letter to George A. Fitzsimmons from Joseph W. 
Sullivan, dated April 25, 1977, p. 2. 
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side by side and in sequence, daily activity 
in NASDAQ options and their underlying 
securities. To our knowledge, none of the 
options exchanges presently have such a 
capability. ! 


Public comment is invited concerning the extent to 
which it is feasible to conduct adequate surveillance of 
dual marketmakers in the over-the-counter markets. 
Specifically, commentators should discuss whether 
surveillance of NASDAQ stock and option trading will 
be adequate to detect misuses of market information 
and manipulations that may occur. 


3. Trading Exchange Listed Options in the Over-the- 
Counter Markets 


At present, there does not appear to be an over-the- 
counter market in listed options. The NASD Plan, 
however, suggested the possibility that such a market 
may develop. Commentators should discuss whether 
the Commission should permit the evolution of such a 
market at this juncture. In this connection, the 
relationship between such a ‘third market’ in 
standardized options and the recent pronouncements 
of the Commission concerning the development of a 
national market system and —n off-board 
trading restrictions should be considered. 01 





100 (etter to George A. Fitzsimmons from Gordon S. 
Macklin dated October 19, 1977, p. 4. 


101 See January Release, n. 4, supra. It should be 
noted that the Commission has not sought to resolve 
issues that may be presented by the off-board trading 
restrictions currently in effect with respect to 
standardized options that are traded on a national 
securities exchange. See Securities Exchange Act 
Release No. 13662 (June 23, 1977), 42 FR 33510 (June 
30, 1977), at n. 157. See also, Section 11A(c)(4) of the 
Act, 15 U.S.C. 78k-1(c)(4); Securities Exchange Act 
Release No. 11628 (September 2, 1975), 40 FR 41808 
(September 9, 1975); Securities Exchange Act Release 
No. 11942 (December 19, 1975), 41 FR 4507 (January 
30, 1976). Of course, should a third market for 
standardized options develop, the Commission may 
have to consider issues similar to those presented in 
connection with the proceedings concerning the 
removal of off-board trading restrictions for listed 
equity securities. See File No. 4-180. See also, e.g., 
Securities Exchange Act Release No. 13662, supra; 
Securities Exchange Act Release No. 11628, supra; and 
Securities Exchange Act Release No. 11942, supra; and 
Report of the Securities and Exchange Commission on 
Rules of National Securities Exchanges Which Limit or 
Condition the Ability of Members to Effect 
Transactions Otherwise Than on Such Exchanges, 
September 2, 1975. 
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C. Whether the New York Stock Exchange Should be 
Permitted to List and Trade Standardized Options 


The NYSE Plan would permit the listing and trading of 
standardized options on underlying securities that are 
traded on the NYSE and with respect to which 
standardized options are already listed and traded on 
other exchanges. The Plan also proposes to separate 
the trading of options and their underlying securities 
by means of a physical barrier and does not 
contemplate side-by-side trading or dual market- 
making on the NYSE floor. 


Public comment is invited with regard to two 
fundamentai issues that the NYSE Plan presents. First, 
public comment is invited concerning whether 
increased dual trading of listed options as proposed by 
the NYSE is appropriate at this time. Second, public 
comment is sought with regard to whether the 
predominant position of the NYSE in the stock market 
is likely to facilitate NYSE domination of the options 
markets to a comparable extent and, if so, whether 
such domination might result in an unnecessary or 
inappropriate burden on competition. 


1. Dual Trading and the NYSE 


In Securities Exchange Act Release No. 13325, the 
Commission requested public comment concerning 
“the practice of allowing options of the same class and 
expiration date to be traded on more than one 
exchange (‘dual trading’), and whether such dual 
trading of options is in the public interest at this 
time.”102 Responding to this request, each of the 
exchanges listing opuons, as well as a number of 
other commentators, submitted views with respect to 
their experience with dual trading as of the date of that 
Release. 


The CBOE and the AMEX were both of the view that 
dual trading could provide significant benefits to the 
investing public. The CBOE, for example, stated: 





102 Securities Exchange Act Release No. 13325 (March 
3, 1977), 42 FR 13099 (March 8, 1977), 11 SEC Docket 
1886 (March 15, 1977). A copy of each document 
submitted in response to this Release will be included 
in File No. S7-744. 


103 at the time of Release No. 13325, the NYSE Plan 
had not been submitted to the Commission. 
Accordingly, the discussion of dual trading that 
occurred in response to that Release did not 
comtemplate dual option trading that would involve the 
NYSE. Comments made at that time must be viewed 
with this fact in mind. 
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Experience in multiple trading in options to - 
date has shown that, largely in response to 
forces of competition, markets have 
improved and costs have been reduced on 
the exchanges that have been engaged in 
this competition. Although these benefits 
are concentrated in the option classes that 
have been the subject of dual trading, in 
many cases they have also carried over to 
classes of options that are not dually 
traded. Market improvements are reflected 
in narrower bid/ask spreads, better price 
continuity between consecutive trans- 
actions and greater depth and liquidity. 
Cost savings have resulted from, among 
other things, reduction in charges by CBOE 
board brokers and AMEX specialists, and 
reductions in floor brokerage. 


Similarly, the AMEX stated its belief “that dual trading 
can provide positive benefits to the public in terms of 
more effective markets, lower execution costs and 
improved services.”195 The AMEX also expressed its 
view that each exchange “should be free to seek the 
public’s business in particular options whenever it 
determines it can provide effective competition and is 
prepared to make a lasting commitment to maintain a 
fair and orderly market in such options” provided that 
there is “full and accurate disclosure of all of the facts 
concerning each competing market so that brokers are 
in a position to make informed decisions as to where to 
send their orders.”1 


The other exchanges, however, viewed the situation 
differently. The Philadelphia Stock Exchange 
(“PHLX”), for instance, observed: 


Dual trading in options has a number of 
obvious drawbacks. 


1. The fragmentation of a market which is 
generally limited in comparison with the 
market for the equity securities in which 
dual trading takes place. 


2. The risk from the point of view of the 
public that the investor will not be accorded 





104 Letter to Sheldon Rappaport from Joseph W. 
Sullivan dated March 15, 1977, pp. 1-2. 


105 Statement of the American Stock Exchange, Inc., 
in response to Securities and Exchange Commission 
Release No. 13325 (March 17, 1977), p. 2. 


) 3 106 jg, p. 4. 


best execution; and the problem from the 
point of view of the broker of the 
administrative burden of attempting to 
secure best execution by checking with two 
or more exchanges. 


3. The advantage given to professionals 
and arbitrageurs over the general investing 
public by virtue of their ability to profit from 
temporary price differences on different 
exchanges. 


4. The increased burden on the Commis- 
sion and the exchanges in attempting to 
prevent or investigate manipulative 
activity. 


To support these views, the PHLX relied to a large 
extent upon its dual trading experience with Boise 
Cascade options. In this regard, the Exchange stated: 


The primary experience of dual trading, with 
which PHLX is all too familiar, is the case of 
Boise Cascade. Prior to the institution of 
dual trading, on February 9, 1976, PHLX 
operated a deep and liquid market in Boise 
Cascade which attracted substantial public 
order flow. Then CBOE began to trade those 
options. Within three months, CBOE had 
become the primary market and Boise 
Cascade activity at PHLX had become 
sporadic and_ insignificant. ... The 
mechanisms by which this transformation 
took place are neigher secret nor com- 
plex... . The high volume brokers whose 
orders were critical to the maintenance of a 
major market did not, by and large, consider 
it practical to make an individual decision 
with respect to each order. They dealt with 
one exchange or the other, and the choice of 
exchange depended on two factors: (1) 
whether one exchange seemed to have 
significantly more activity than the other; 
and (2) which exchange seemed more 
convenient in view of the communications 
facilities and personnel which the broker 
had already committed to the exchange for 
purposes of dealing in other options. When 
dual trading started, th exchanges’ volume 
appeared to have rough parity with each 
other. Once the convenience factor began to 
draw brokers into the CBOE sphere of 
influence, and was augmented by the size of 





107 Statement of the Philadelphia Stock Exchange, 
Inc., in response to Securities and Exchange 
Commission Release No. 13325 (March 17, 1977), p. 1. 
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the market factor, the movement from a sole 
market in PHLX toa rg | sole market at 
CBOE became inevitable. 198 


From this experience, the PHLX CONCLUDED: 


Dual trading in the current option 
environment, then, is in reality simply the 
transfer of an options market from the 
smaller exchange to the larger, with only a 
brief period of activity that could be 
regarded as competitive in any sense. Long 
range competition will be possible only if 
natural public trading in an option should 
reach a level which would support multiple 
markets, or if a composite market can be 
developed by the electronic linking of 
option markets. If, in the current state of 
development, the option trading on 
exchanges like PHLX has to be discon- 
tinued, the potential for future competition 
of a genuine sort will be seriously 
diminished. Moreover, if one or two 
exchanges achieve dominant positions in 
the options field, they will have an 
irresistable interest in frustrating or 
pp hoy the evolution of a composite 
market. !09 


The experience of the Pacific Stock Exchange (“PSE”) 
seemed to be similar to that of the PHLX. The PSE 
concluded “that, because of established patterns of 
order flow and because of the procedures many large 
retail houses use in designating markets, dual trading 
has not succeeded in introducing meaningful 
competition between marketmakers on our exchange 
and marketmakers on the older options ex- 
changes. . . .”110 in reaching this conclusion, the PSE 
also relied upon its dual trading experience in options. 
Summarizing that experience, the PSE stated: 


Where PSE has begun trading classes of 
options previously traded on CBOE or 
AMEX, the share of total volume that PSE 
has been able to attract has generally been 
quite low. Where PSE has begun trading a 





108 jg, p. 2. 
109 ig, p. 3. 


110 Statement of the Pacific Stock Exchange, Inc. 
Before the Securities and Exchange Commission 
(March 17, 1977), p. 1. 
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new class of options simultaneously with 
CBOE (Houston Oil and Minerals and Bank 
of America) it has seen a fairly large share of 
the volume for the first few weeks of dual 
trading (ranging from approximately 35% to 
65%), with its share of volume decreasing 
after the first few weeks as firms 
increasingly designated the other exchange. 
PSE has been able to achieve a measure of 
continuing success with dual trading only 
when it has been in competition with the 
Philadelphia Stock Exchange, as in National 
Lead, a dual introduced simultaneously, in 
which volume has been split fairly evenly 
between PSE and the Philadelphia Stock 
Exchange. 111 


These results, in the view of the PSE, obtain from “the 
way order-routing decisions are made by a large 
number of securities firms” since such firms often 
route customer orders on the basis of exchange volume 
rather than on the quality of markets provided. While 
agreeing that “dual trading, in situations where each 
exchange has a substantial share of the volume, 
results in better markets for investors,” the PSE 
concluded: 


Some have argued that competing market 
makers on a single floor narrow spreads and 
provide liquidity so effectively that no 
additional economic function can be 
performed by market makers on different 
floors. PSE’s experience with dual trading is 
contrary to this argument. We believe the 
explanation for the competitive contribution 
that can be made by a competing 
marketplace lies, at least partly, in the fact 
that in any crowd of market makers, one, 
two, or a very few market makers tend to be 
dominant, and tend to exercise price 
leadership. There is also a tendency for a 
community of market feeling to develop 
among a group of market makers in daily 
contact with each other. Introducing an 
additional group of market makers in a 
different physical location thus does more 
to improve competition, by adding 
independent participants with independent 
market ideas, than adding more market 
makers in the same location. Dual trading of 
options thus has the potential to contribute 
significantly to improved options markets, 





111 jg, p. 1. 
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that is, markets with greater depth and 
liquidity and narrower spreads. 113 


Although the Midwest Stock Exchange (“MSE”), with 
the newest of the exchange options trading programs, 
did not have any dual trading experience at the time 
that the Commission sought public comments on the 
subject, it had clearly developed views. That Exchange 
stated: 


So long as public orders are primarily 
directed to the options exchange doing the 
greatest volume of trading in a dual issue, 
there will be an incentive on the part of 
market participants on all exchanges to 
show the greatest volume. In such a 
competition, those exchanges with the 
greatest human resources, number of 
options issues and financial resources will 
be able to easily dominate the field. Thus, 
to permit the AMEX or the CBOE to initiate 
dual trading in issues now traded 
exclusively by the three newer, and 
substantially smaller, entrants into the 
options business places those exchanges in 
an extremely disadvantagious—and indeed 
unfair—competitive position. Until the 
latter exchanges have had an opportunity to 
develop their own operations to the point 
they are stronger competitors—or until the 
nature of competition among exchanges 
has been changed as a result of systems, 
such as a composite quote system and a 
composite limit order book and regulations, 
such as a best execution rule—any attempt 
by the dominant options markets to 
commence dual trading with the smaller 
exchanges would amount, in our view, toa 
predatory and unfair competitive prac- 
tice. 


Accordingly, the MSE, like the PHLX, seemed to 
suggest that, while dual trading might result in 
“predatory and unfair” practices in the present trading 
environment, !15 it may be feasible to establish fair 





113 jg, p. 2. 


114 Letter to George A. Fitzsimmons from Michael E. 
Tobin dated March 16, 1977, p. 2. 


115 See, e.g., Securities Exchange Act Release No. 
13433 (April 5, 1977), 11 SEC Docket 2194 (April 19, 
1977); Securities Exchange Act Release No. 13453 


4 (April 19, 1977), 12 SEC Docket 40 (May 3, 1977); 


competition among exchange markets in dually traded 
options, and presumably to allow an expansion of such 
dual trading, in an environment similar to that 
envisioned by the Commission in its January Release 
for the national market system.11 


Since the entry of the New York Stock Exchange into 
the options markets would most likely result in 
increased dual trading, public comment is invited 
with regard to the possible effects that such dual 
trading may have upon the options marketplace. 
Additional data and views with respect to the dual 
trading experience since March 1977 are invited, and 
public comment on the views expressed by the options 
exchanges, as summarized herein, would be 
appropriate. Further, commentators should discuss 
what relationship, if any, should exist between the 
expansion of dual option trading by virtue of NYSE 
entry into the options markets and the implementation 
of the initiatives that the Commission announced in 
the January Release concerning the development of a 
national market system. 


2. The Predominant Position of the NYSE in the 
Markets for Underlying Securities 


The New York Stock Exchange accounted for 79 per 
cent of the share volume and 84 per cent of the dollar 
volume for securities traded on exchanges in 1977.119 
The American Stock Exchange, by contrast, was 





Securities Exchange Act Release No. 13797 and No. 
13798 (July 22, 1977), 12 SEC Docket 1375 (August 9, 
1977); and Securities Exchange Act Release No. 14084 
(October 21, 1977), 13 SEC Docket 454 (November 8, 
1977). 


116 See n. 4, supra. 


117 although the NYSE Plan contemplated dual 
trading of numerous classes of listed options, NYSE 
entry into the options markets may be feasible without 
such dual trading. Commentators may wish to express 
views with regard to viability of an NYSE option 
program and the likely effect of NYSE option trading on 
the options markets in the event that the NYSE is not 
permitted to list and trade options listed on other 
exchanges. 


118 See n. 4, supra. 


119 Securities and Exchange Commission Statistical 
Bulletin, Vol. 37, No. 2 (February, 1978), p. 17. 
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responsible for 9.3 per cent of the share volume and 4.6 
per cent of the doliar volume during the same year. 

In addition, the NYSE accounted for 85.8 per cent of 
the volume of all trading in stocks listed on the NYSE 
in that year. 121 


As a result of this predominant position among 
exchange markets and markets for NYSE-listed stocks, 
the NYSE also has revenues and resources at its 
disposal which exceed those available to other 
exchanges. Total NYSE revenues in 1977, for example, 
were $118,962,000 and pre-tax income was 
$10,747,000.122 Total AMEX revenues were 
$36,801,000 and — income was $1,246,000 during 
the same year.123 The CBOE, by contrast, had total 
revenues of $12,295,000 during 1977 and a pre-tax loss 
of $580,000. 124 The Philadelphia Stock Exchange, on 
the other hand, the smallest of the option exchanges in 
terms of revenues, had $4,978,000 in total revenues and 
$132,000 in pre-tax income in that year.125 Similarly, 
the NYSE had total assets of $107,465,000 in 1977 
whereas the AMEX had total assets of $26,996,000, the 
CBOE of $23,331,000, and the PHLX of $30,514,000. 126 


Public comment is invited concerning the benefits, if 
any, that might result from NYSE entry into the 
standardization options markets in an environment that 
would not permit side-by-side trading or dual 
marketmaking on the NYSE floor. Increased pricing 
efficiency, market liquidity, and market depth for 
underlying securities and their related options that may 
result should be discussed. Further, order routing and 
other operational efficiencies that might be obtained 
should be specifically identified and considered. 
Additional benefits and efficiencies that may be 
obtained if side-by-side trading or dual marketmaking 
were permitted on the NYSE should also be discussed. 





120 Id. 
121 jg, p. 35. 


122 Staff Report on the Securities Industry in 1977, 
Directorate of Economic and Policy Research, 
Securities and Exchange Commission, (May 22, 1978), 
Exhibit 22. 


123 jg. 


124 Id. 
125 ig. 
126 ig, 
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Public comment is also invited concerning whether the 
dominant position of the NYSE among the markets for 
listed underlying securities is likely to result in 
comparable or greater NYSE dominance of the options 
markets if the NYSE is allowed to trade standardized 
options. In this regard, commentators should discuss 
whether such a result would impose an inappropriate 
or unnecessary burden on competition. Specifically, 
commentators should consider (i) whether the NYSE’s 
ability to attract order flow for underlying securities 
will give it competitive advantages in attracting order 
flow for options whose underlying securities are traded 
on that exchange, and, if so, what the effect of this 
shift in option order flow might be, (ii) whether the 
capital position and revenue flow of the NYSE may 
allow it to offer services and to provide fee and service 
charges to users of its options program that would 
supplement its ability to attract option order flow, and, 
if so, whether such conduct would be appropriate, and 
(iii) whether NYSE entry into the options markets 
might substantially alter the form and substance of 
competition between market centers and among 
brokers and dealers due to the need of the NYSE to 
attract marketmakers, marketmaking capital, and order 
flow to make its option program successful. In 
addition, commentators should consider whether, and 
to what extent, the likelihood of NYSE obtaining a 
dominant position in the options markets would be 
enhanced if the NYSE were permitted to institute a 
side-by-side or dual marketmaking program. 


Commentators should discuss what relationship, if 
any, should exist between NYSE entry into the options 
markets and the development of a national market 
system for “qualified” securities in accordance with 
the initiatives set forth in the January Release.127 
More specifically, commentators should discuss what 
relationship, if any, should exist between NYSE entry 
into the standardized options markets and the 
inclusion of standardized options in a national market 
system for “qualified” securities or the development of 
a separate national market system for options based 
upon principles and consisting of elements similar to 
those set forth in the January Release. 


IV. Procedures 


Interested persons are invited to submit written data, 
views, and arguments concerning the subjects 
discussed in this Release. In addition, public 
comments are invited concerning other market 
Structure issues that the Expansion Proposals may 





127 See n. 4, supra. 
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have presented that are not discussed herein but:that 
commentators believe the Options Study should 
address. Persons desiring to make written comments 
should file six copies thereof with the Secretary of the 
Commission by August 21, 1978. All submissions 
should be addressed to George A. Fitzsimmons, 
Secretary to the Commission, 500 North Capitol Street, 
N.W., Washington, D.C. 20549. In addition, all 
submissions should refer to Commission File No. 
S7-744. 


Copies of all submissions, all subsequent amend- 
ments, all written statements with respect to the 
submissions filea with the Commission, and all written 
communications concerning the submissions will be 
available for inspection and copying at the 
Commission’s Public Reference Room, 100 L Street, 
N.W., Washington, D.C. Also, a complete copy of each 
of the Expansion Proposals referred to herein and 
comments received with regard to each will be made 
available for inspection and copying in File No. S7-744, 
as will all documents referenced in this Release as 
appropriate for inclusion in that File. 


Because the Options Study is considering only the 
market structure issues that the Expansion Proposals 
present and intends to utilize comments that are 
received solely for the purpose of preparing a report to 
the Commission that would analyze these issues, 
interested persons should be aware that the 
Commission, upon receipt of the report, may 
determine that further, perhaps more formal, hearings 
will be necessary to resolve many of the questions that 
have been discussed. In addition, interested persons 
should be aware that, although the Options Study is 
soliciting public views at this time independently of the 
consolidated disapproval proceeding, the Commission 
may review comments that are submitted in connection 
with its deliberations concerning that proceeding. 
Similarly, the Commission may utilize such comments 
when evaluating, at some future date, proposals that 
are not subject to the consolidated disapproval 
proceeding but that present market structure issues 
related to those discussed herein. 


V. Statutory Authority 


The Commission has authorized the Options Study to 
request public comment on the market structure issues 
set forth in this Release pursuant to Section 21 of the 
Securities Exchange Act, 15 U.S.C. 78u, as part of its 
investigation and study of the options markets and 
pursuant to the formal order of investigation that 
accompanied the October Release and the Consoli- 
dated Disapproval Proceeding Release. In addition, 
proposed rulemaking may result with regard to some of 
the issues upon which public comment has been 
solicited. Accordingly, this Release has also been 


issued pursuant to Sections 9(b) and 23 of the Act, 15 
U.S.C. 78i(b) and 78w. 


By the Commission. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14855/June 15, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY PHILADELPHIA STOCK EXCHANGE, INC. 


File No. SR-PHLX-78-11 


The Philadelphia Stock Exchange, Inc. (“PHLX”) sub- 
mitted on May 15, 1978, a proposed rule change under 
Rule 19b-4 which amends PHLX Rule 1014 to provide 
minimum quarterly requirements of attendance and 
trading activity by registered options traders. 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 19, 
1978. In order to assist the Commission to determine 
whether to approve the proposed rule change or insti- 
tute proceedings to determine whether the proposed 
rule change should be disapproved, interested persons 
are invited to submit written data, views, and argu- 
ments concerning the submission within 21 days from 
the date of publication in the Federal Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North Capi- 
tol Street, Washington, D.C. 20549. Reference should 
be made to File No. SR-PHLX-78-11. 


Copies of the submission and all subsequent amend- 
ments, and copies of all written statements with re- 
spect to the proposed rule change which are filed with 
the Commission and all written communications relat- 
ing to the proposed rule change between the Commis- 
sion and any person, other than those which may be 
withheld from the public in accordance with the provi- 
sions of Section 552 of Title 5, United States Code, will 
be available for inspection and copying at the Commis- 
sion’s Public Reference Room, 1100 L Street, N.W., 
Washington, D.C. 
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Copies of the filing and of any subsequent amend- 
ments will also be available at the principal office of 
the above-mentioned self-regulatory organization. 


For the Commission by the Division of Market Regula- 
tion, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14856/June 15, 1978 


In the Matter of 


AMERICAN STOCK EXCHANGE, INC. 
86 Trinity Place 
New York, New York 10006 


(SR-Amex-77-36) 


ORDER APPROVING PROPOSED RULE CHANGE 


On December 27, 1977, the American Stock Exchange, 
Inc. filed with the Commission, pursuant to Section 
19(b)(1) of the Securities Exchange Act of 1934, 15 
U.S.C. 78(s)(b)(1) (the “Act”) and Rule 19b-4 there- 
under, copies of a proposed rule change which would 
amend certain Constitutional and rule provisions relat- 
ing to record keeping and other matters to bring the 
rules into compliance with the Securities Exchange Act 
of 1934. 


Notice of the proposed rule change together with the 
terms of substance of the proposed rule change was 
given by publication of a Commission Release (Securi- 
ties Exchange Act Release No. 34-14367, January 11, 
1978) and by publication in the Federal Register (43 FR 
3449, January 25, 1978). All written statements with re- 
spect to the proposed rule change which were filed 
with the Commission and all written communications 
relating to the proposed rule change between the Com- 
mission and any person were considered and (with the 
exception of those statements or communications 
which may be withheld from the public in accordance 
with the provisions of 5 U.S.C. §552) were made avail- 
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able to the public at the Commission’s Public Refer- 
ence Room. 


The Commission finds that the proposed rule change is 
consistent with the requirements of the Act and the 
rules and regulations thereunder applicable to national 
securities exchanges and in particular, the require- 
ments of Section 6, and the rules and regulations 
thereunder. 


IT iS THEREFORE ORDERED, pursuant to Section 
19(b)(2) of the Act, that the above-mentioned proposed 
rule change be, and it hereby is, approved. 


For the Commission, by the Division of Market Regula- 
tion pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14857/June 15, 1978 


Notices have been issued giving interested persons 
until July 12 to comment upon or request hearings on 
the applications submitted by AMIC Corporation and 
Barry Wright Corporation to withdraw their common 
stock from listing and registration on the American 
Stock Exchange, Inc. 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14858/June 15, 1978 


NOTICE OF FILING OF PROPOSED RULE CHANGE 
BY THE MUNICIPAL SECURITIES RULEMAKING 
BOARD 


File No. SR-MSRB-78-9 


The Municipal Securities Rulemaking Board (the 
“MSRB”) submitted on June 9, 1978, a proposed rule 
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change under Rule 19b-4 to amend MSRB rule G-12, its 
interdealer uniform practice rule, to extend by two 
business days the time at which a confirming party ina 
“when, as and if issued” transaction must initiate the 
verification and comparison procedures prescribed by 
subparagraph G-12(d)(iii). 


Publication of the submission is expected to be made 
in the Federal Register during the week of June 19, 
1978. In order to assist the Commission to determine 
whether to approve the proposed rule change or to in- 
stitute proceedings to determine whether the proposed 
rule change should be disapproved, interested persons 
are invited to submit written data, views, and argu- 
ments concerning the submission within 21 days from 
the date of publication in the Federa/ Register. Persons 
desiring to make written comments should file six 
copies thereof with the Secretary of the Commission, 
Securities and Exchange Commission, 500 North Capi- 
tol Street, Washington, D.C. 20549. Reference should 
be made to File No. SR-MSRB-78-9. 


Copies of the submission, all subsequent amend- 
ments, and all written statements with respect to the 
proposed rule change which are filed with the Commis- 
sion, and of all written communications relating to the 
proposed rule change between the Commission and 
any person, other than those which may be withheld 
from the public in accordance with the provisions of 5 
U.S.C. §552, will be available for inspection and copy- 
ing at the Commission’s Public Reference Room, 1100 
L Street, N.W. Washington, D.C. Copies of the filing 
and of any subsequent amendments will also be avail- 
able at the principal office of the above-mentioned self- 
regulatory organization. 


For the Commission, by the Division of Market Regula- 
tion pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





SECURITIES EXCHANGE ACT OF 1934 
Release No. 14859/June 15, 1978 


Administrative Proceeding File No. 3-546. 


) a In the Matter of 


COLONIAL GAS ENERGY SYSTEM 
LOWELL GAS COMPANY 


ORDER INSTITUTING PROCEEDINGS AND FIND- 
INGS, OPINION AND ORDER OF THE COMMISSION 


The Commission deems it appropriate that proceed- 
ings be instituted with respect to Colonial Gas Energy 
System (‘‘Colonial”’) and Lowell Gas Company 
(“Lowell”) pursuant to Section 15(c)(4) of the Securi- 
ties Exchange Act of 1934 (“Exchange Act”)! to deter- 
mine whether Colonial’s filings with the Commission 
pursuant to Sections 13(a) and 15(d) and Lowell’s fil- 
ings with the Commission pursuant to Section 15(d) of 
the Exchange Act and the rules and regulations promul- 
gated thereunder were deficient in that they made 
materially false and misleading statements and 
omitted material information required to be stated 
therein or necessary to make the statements therein 
not misleading. 


Simultaneously with the institution of these proceed- 
ings, Colonial and Lowell have submitted an Offer of 
Settlement for the purpose of disposing of the issues 
raised in these proceedings. Under the terms of its Of- 
fer of Settlement, Colonial and Lowell, solely for the 
purpose of these proceedings, without admitting or 
denying any of the matters herein set forth and on the 
basis that nothing contained herein is an adjudication 
with respect to any matter referred to herein, herein 
consent to the order of the Commission. 


The Commission has determined that it is appropriate 
and in the public interest to accept the Offer of Settle- 
ment of Colonial and Lowell and accordingly is issuing 
this order. 





1 Section 15(c)(4) of the Exchange Act provides in part 
that if the Commission finds after notice and 
opportunity for hearing that any person subject to the 
provisions of Section 12, t3 or subsection (d) of Section 
15 of this title or any rule or regulation thereunder has 
failed to comply with any such provision, rule or 
regulation thereunder in any material respect, the 
Commission may publish its findings and issue an order 
requiring such person to comply with such provisions or 
such rule or regulation thereunder upon such terms and 
conditions and within such time as the Commission 
may specify in such order. 
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1. FACTUAL BACKGROUND 
A. The Companies Involved. 


Colonial is a Massachusetts business trust organized 
in 1929. Its principal office during the entire period to 
which this proceeding relates was 50 Congress Street, 
Boston, Massachusetts. In March 1978, Colonial 
changed its principal office to 73 East Merrimack 
Street, Lowell, Massachusetts. Colonial became sub- 
ject to the requirement of filing reports and other infor- 
mation contained in Section 13(a) of the Exchange Act 
and the rules and regulations thereunder in November 
1975 by virtue of Section 15(d) of the Exchange Act. 
The common stock of Colonial was registered under 
Section 12(g) of the Exchange Act effective June 1976. 
Colonial is a public utility holding company which for 
many years prior to September 1977 claimed exemption 
from registration under the Public Utility Holding Com- 
pany Act of 1935 pursuant to the exemption in Section 
3(a) thereof for systems “primarily intrastate in char- 
acter.”* The principal subsidiaries of Colonial are 
Lowell, the voting stock of which is owned approx- 
imately 89% by Colonial and 11% by public stock- 
holders, and Cape Cod Gas Company (‘Cape Cod”) 
and Gas Incorporated as to both of which Colonial 
owns all of the outstanding voting stock. 


Lowell, a Massachusetts corporation with its main of- 
fices at 95 East Merrimack Street, Lowell, Massachu- 
setts, has shares of cornmon stock which are traded 
over-the-counter but which are not registered under 
Section 12(g) of the Exchange Act. Lowell has been 
subject to the requirements of filing reports and other 
information contained in Section 13(a) of the Exchange 
Act and to which this order relates by virtue of Section 
15(d) of the Exchange Act. 


Lowell and Cape Cod are engaged in the retail pipeline 
distribution of natural gas. They are public utility com- 
panies which are subject to the jurisdiction and regula- 
tory authority of the Massachusetts Department of 
Public Utilities (“DPU”) with respect to accounting, 
rates and many other matters. Lowell and Cape Cod are 
sometimes collectively referred to as the “Gas Com- 
panies.” Colonial and Lowell are sometimes collec- 
tively referred to as the “Companies.” 





“ By letter dated September 9, 1977, Colonial was 
notified by the Commission that a substantial question 
exists as to whether Colonial is entitled to an exemption 
under the Public Utility Holding Company Act of 1934 
and that, as provided in the rules of the Commission, 
the existing exemption would terminate thirty days after 
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LOWELL’S AND CAPE COD’S PRACTICE OF ALLO- 
CATING TO GAS INVENTORY ACCOUNTS AND PASS- 
ING THROUGH TO CUSTOMERS INTEREST COSTS 
INCURRED ON SHORT-TERM BORROWINGS 


Beginning in 1971, Lowell, and in 1972, Cape Cod, be- 
gan to treat interest costs incurred on short-term bor- 
rowings, other than those incurred for construction, as 
costs of acquiring and obtaining inventories of supple- 
mental types of gas? and to allocate these costs, to the 
extent of gas inventory, to gas inventory accounts. 
(This practice is hereinafter sometimes referred to as 
the “Interest Allocation”). Subsequent to allocating 
these costs to inventory accounts, certain of these 
costs were recovered from customers through the Gas 
Companies’ purchased price of gas adjustment clauses 
("adjustment clauses”).* The Interest Allocation con- 
tinued until 1977 when, at the direction of the DPU, the 
practice ceased. 





receipt of the notice. Within the thirty-day period, 
Colonial filed an application for an order granting 
Colonial a new exemption on similar grounds. This 
application had the effect of continuing the exemption 
pending final determination by the Commission. The 
application is still pending. 


3 Supplemental types of gas refers to non-pipeline 
sources of natural gas and underground storage of 
natural gas. 


4 Each of the Gas Companies had in effect an 
adjustment clause during the entire period covered by 
this order. The adjustment clauses are rate schedules 
which have been filed with and made effective by the 
DPU. 


The Gas Companies interpreted the excess cost portion 
of their adjustment clauses as permitting them to 
recover from customers through that mechanism only 
the cost of supplemental gas which exceeded the 
quantity of various types of supplemental gas which the 
companies would have used in any event if unlimited 
quantities of firm pipeline gas had been available and if 
there had been no curtailments of pipeline gas. They 
followed the practice of filing under the excess cost 
portion of their adjustment clauses in November of each 
year beginning in 1971. The filings in every year took the 
form of a letter from their attorney for DPU matters 
Stating that this was a filing under the excess cost 
portion and enclosing a schedule reflecting calculations 
under the excess cost portion during the twelve-month 
period which would end with the following November 
30. Neither the letters nor the schedules attached to the 
letters broke out the components of the cost of gas, 








Q 





Allocating interest costs to an asset account, other 
than the allowance for funds used during construction, 
is inconsistent with long-established principles of util- 
ity regulation pursuant to which interest costs have not 
been treated as a cost of service item recoverable 
through base rates and have not been allowed as an 
element that enters into rate base, but have instead 
been treated as costs which must: be borne by the 
owners of the utility. In addition, Account 431 of the 
Uniform System of Accounts for Gas Companies pro- 
mulgated by the DPU (“Uniform System”), the body of 
rules and regulations controlling gas utility accounting 
in Massachusetts, requires that interest incurred on 
short-term loans be treated as a period expense. Inas- 
much as the Interest Allocation had the effect of deferr- 
ing the recognition of the interest expenses, the prac- 
tice did not conform to Account 431. 


Notwithstanding the foregoing, the Gas Companies, 
in 1971, neither sought nor obtained the approval of 
the DPU for engaging in the practice nor did they in- 
form the DPU that they were engaging in the practice. 
The companies were aware of Account 431 at the 
time they began capitalizing interest. However, officers 
of the company have stated that they considered that 
another provision of the Uniform System, Account 151, 
justified their treatment of the interest costs. Account 
151 states, in pertinent part, that includable as a cost 
of fuel are “excise taxes, purchasing agents’ commis- 
sions, insurance and other costs directly assignable to 
the cost of fuel.” (emphasis supplied). 


However, reliance on Account 151 was misplaced. Of- 
ficers of the company have admitted that the short- 
term borrowings were not ear-marked for inventory ac- 
quisition and were used for purposes other than 
acquiring and maintaining gas inventories. Neverthe- 
less, the interest costs associated with servicing short- 
term debt were, to the extent of gas inventory, still 
being treated as “directly assignable to the cost of the 
fuel.” 





including the Interest Allocation; the schedules merely 
indicated the costs per thousand cubic feet. The sum of 
unrecovered costs remaining from the prior period and 
estimated costs for the coming period divided by 
estimated consumption over the coming period 
produced a charge per hundred cubic feet to be made 
beginning December 1 and ending November 30 of the 
following year or when the total was recovered. The 
filings in November of 1971, 1972, 1973 and 1974 were 
addressed to the Senior Rate Analyst of the DPU, a staff 
member who was in charge of the Division of Rate and 
Research of the DPU. The filings in November of 1975 
and 1976 were addressed to the DPU to the attention of 
another staff member. 


The companies argue that, although dollars from bor- 
rowings admittedly cannot be traced directly to expen- 
ditures for inventories, the borrowings were caused by 
the new burdens associated with the acquisition and 
maintenance of inventories and thus the interest costs 
were, in a logical sense, “directly assignable to the 
cost of fuel.” In 1977, the DPU disagreed with this in- 
terpretation. 


We think that the words “directly assignable” (empha- 
sis supplied) require more than a showing that, as a 
broad trend, as inventories increased, so did the gen- 
eral level of borrowings. It must be noted that Lowell 
and Cape Cod did not allocate a portion of their inven- 
tory costs to borrowings but assumed that the inven- 
tories were totally financed through short-term loans. 
This assumption allowed them the fullest possible re- 
covery through the adjustment clauses. 


Moreover, even assuming the interest costs can some- 
how be characterized as a cost “directly assignable to 
the cost of fuel,” there still existed an apparent contra- 
diction between Account 431 (which requires interest 
to be expensed) and Account 151 (which arguably 
allows the interest to be capitalized). The Uniform Sys- 
tem provides a means for submitting such conflicts to 
the DPU for a definitive resolution. The companies 
were aware of such a provision, yet never submitted the 
question for a ruling. 


According to the statements of company officers, in 
1973, two years after the practice began, at the time 
they made the adjustment clause filing, representa- 
tives of the companies informally brought the Interest 
Allocation to the attention of the Senior Rate Analyst, a 
staff member of the DPU. The Senior Rate Analyst in- 
dicated, it is said, that although he had no authority to 
approve the practice, he would raise the issue with the 
DPU when the filing came up for DPU approval. 


In fact, the Gas Companies were never specifically ad- 
vised whether the particular issue of the Companies’ 
treatment of interest was ever brought to the DPU 
Commissioners’ attention. The adjustment clause 
application was approved; however, the application did 
not break out the components of the cost of gas, in- 
cluding interest, but merely indicated the per thousand 
cubic foot costs. The Companies did not subsequently 
ask the Senior Rate Analyst whether he brought the in- 
terest question to the Commissioners’ attention. 


In fact, there is reason to believe that the matter was 
not brought to the attention of the Commissioners 
until 1974, at the earliest. The then chairman of the 
DPU has stated that he did not learn of the practice in 
1973. Moreover, none of the other DPU Commissioners 
then serving recall learning of the practice in 1973. 
Finally, the DPU has no records in its files indicating 
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that the practice was brought to the attention of the 
Commissioners. 


In 1974, the companies learned that the Attorney Gen- 
eral of Massachusetts, who is empowered to intervene 
in rate proceedings and, under certain circumstances, 
to sue in Court to protect the interests of consumers, 
was raising questions concerning the Interest Alloca- 
tion. During a hearing held by the DPU in 1974 to deter- 
mine whether Lowell should be granted a rate increase, 
cross-examination by staff counsel for the Attorney 
General brought out the Gas Companies’ treatment of 
short-term interest costs. Prior to the filing of briefs, 
Lowell’s DPU counsel agreed with the Attorney General 
staff counsel that Lowell would cease for future years 
the Interest Allocation conditioned upon the staff’s 
promise not to bring the practice to the DPU’s attention 
as an issue in the then pending rate case. The Attorney 
General’s staff agreed, and the issue was neither 
briefed nor argued. However, without informing the 
Attorney General, Lowell continued to practice. 
Lowell’s DPU counsel has stated that Lowell did not 
cease the practice since the staff of the Attorney Gen- 
eral had failed to live up to other terms of the agree- 
ment relating to issues which the staff allegedly agreed 
not to raise in its brief but did, and thus he considered 
the agreement no longer in effect. 


In 1975, Colonial engaged in an initial public offering of 
its common stock. During the period just prior to the 
filing of Colonial’s registration statement, the review 
department of Alexander Grant & Company (“Grant”), 
Colonial’s independent auditors, began to raise ques- 
tions as to the propriety of the practice followed by 
Lowell and Cape Cod of allocating interest to inven- 
tory. As aresult, the partners at Grant’s Boston office 
who handled the Colonial account were asked by the 
review department to obtain written substantiation that 
the practice was a proper one. The Grant partners then 
relayed this request to Thomas Sullivan, Jr., Colonial’s 
Controller, and Frederick Putnam, Jr., Colonial’s and 
Lowell’s President. 


Putnam delegated the task to Sullivan. Sullivan then 
met with the companies’ counsel in connection with 
DPU matters, and together they telephoned the Senior 
Rate Analyst on September 17, 1975, at the latter’s 
home in Worcester, Massachusetts. The Senior Rate 
Analyst was on leave of absence from the DPU due toa 
serious illness. That leave had begun the preceeding 
April. Both Counsel and Sullivan were aware of the ill- 
ness and that the the Senior Rate Analyst had been ab- 
sent from the DPU for quite some time. 





5 On October 20, 1975, the Senior Rate Analyst died 
without returning to work. 
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Sullivan and the Gas Companies’ DPU counsel have 
stated that they told the Senior Rate Analyst that in 
1973 the DPU had approved Cape Cod’s and Lowell’s 
practice of allocating interest to inventory. They also 
told him that they needed a letter to the effect that the 
DPU had previously approved Cape Cod’s and Lowell’s 
practice of allocating interest to inventory. He agreed 
to provide such a letter, the wording of which the three 
of them worked out over the telephone. 


Soon after this conversation, the Gas Companies’ DPU 
counsel and Sullivan went to the offices of the DPU and 
obtained official DPU stationery from the Secretary of 
the DPE, who has stated that he confirmed the request 
with the Senior Rate Analyst. They then returned to 
Colonial’s offices and had the letter typed. On Septem- 
ber 19, the two went to the analyst’s home and ob- 
tained his signature on the letter. 


The letter was addressed to Lowell’s DPU counsel. It 
read as follows: 


You have asked about the propriety of in- 
cluding interest in the excess cost of gas 
portion of your purchased gas adjustment 
clause. 


This is to inform you that during the years 
1973, 1974 and 1975, the Commission ap- 
proved of this method for Lowell Gas Com- 
pany and several other gas companies. 


This letter was then delivered to Grant. However, Grant 
required a similar letter for Cape Cod. On September 
24, 1975, the Companies’ DPU counsel and Sullivan 
again visited the Senior Rate Analyst and obtained an 
indentical letter referring to Cape Cod. 


These letters, copies of which do not appear in the 
DPU’s official files, do not constitute approval by the 
DPU. The Senior Rate Analyst, as a staff member, had 
no authority to grant such approval. Moreover, as 
stated by the DPU in its order requiring the Gas Com- 
panies to cease the practice, there is no DPU document 
which supports the conclusion of the letters that ap- 
proval had been given. 


In August 1977, the DPU, terming the companies’ inter- 
est cost practices “unacceptable”, ordered the prac- 
tices to cease.° Soon thereafter the Attorney General 





6 The Gas Companies followed other accounting 
practices which resulted in certain costs which they 
considered attributable to the cost of gas being added to 
gas inventory and recovered from customers through 
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of Massachusetts instituted a suit against the Gas 
Companies alleging that the Interest Allocation re- 
sulted in the illegal collection of money through the 
adjustment clauses and seeking to require them to re- 
fund to their customers approximately $1.6 million (or, 
alternatively whatever amount the court may deter- 
mine) which the Attorney General claims was illegally 
collected from customers through the adjustment 
clauses.°* The Gas Companies are defending the suits 
and have moved to dismiss the Complaint before the 
Supreme Court of Massachusetts. 


Effect of Interest Practice on Net Earnings 


Lowell’s and Cape Cod’s practice of allocating interest 
costs to inventory accounts and subsequently passing 
them through to consumers via the adjustment clause 
had a material impact of the financial statements of the 
companies and their parent, Colonial during the fiscal 
years ending December 31, 1974, 1975 and 1976. The 
following table illustrates the importance of the prac- 
tice to Lowell, Cape Cod and Colonial during those 
years. 


Table appears on page 64 


ll. DISCLOSURES IN PERIODIC AND ANNUAL FIL- 
INGS 


The first reference to the Interest Allocation in a docu- 
ment filed by Lowell under Section 13 of the Exchange 





the adjustment clauses. Two of these practices were 
criticized by the DPU in its August 1, 1977, rate orders: 
payments by the Gas Companies to New England LNG 
Co., Inc. (“NELNG”) another subsidiary of Colonial, to 
reimburse NELNG for costs incurred in attempting to 
obtain gas from Algeria and in connection with 
development of a cryogenic barge and, with respect to 
Lowell only, the amortization over 19 years as a cost of 
gas of certain costs relating to a malfunction of a 
liquefied natural gas storage tank. The DPU stated that 
the Gas Companies’ agreement to reimburse NELNG 
would not be recognized for rate making purposes and 
that in no event would such charges be includable in 
inventory. The DPU permitted the amortization of the 
storage tank malfunction to be amortized and included 
in cost of service but refused to allow the amortization 
to be charged to inventory and recovered through the 
adjustment clause. 


6a Although the DPU held that the Interest Allocation 
was “unacceptable,” it did not direct the Gas 
Companies to refund monies to customers. The 
Attorney General is appealing this aspect of the case. 


Act was contained in the financial statements which 
formed part of Lowell’s annual report on Form 10-K for 
the fiscal year ended December 31, 1974. Note A of the 
Notes to Consolidated Financial Statements in that re- 
port contained the following paragraph: 


“Interest Allocated to Fuel Costs 


It is Company policy to allocate a portion of 
interest expense for short-term borrowings 
to its fuel costs. Such charges amounted to 
$272,723 and $117,130 in 1974 and 1973, re- 
spectively. Of these amounts, approxi- 
mately $169,000 and $60,000 remained in 
inventory at December 31, 1974 and 1973, 
respectively.” 


The first financial statement under Section 13(a) of the 
Exchange Act which Colonial was required to file was 
its annual report on Form 10-K for the fiscal year ended 
December 31, 1975. Note A of the Notes to Consoli- 
dated Financial Statements in that report contained the 
following paragraphs: 


“Recoverable Fuel Costs 


The utility companies [Lowell and Cape 
Cod] defer fuel costs currently to properly 
match costs with related revenue. The com- 
panies will recover the deferred fuel costs 
through billings to their customers by 
means of acost of gas adjustment clause in 
the succeeding year. 


Interest Allocated to Fuel Costs 


The utility companies [Lowell and Cape 
Cod] allocate a portion of their interest ex- 
pense on short-term borrowings to fuel 
costs in inventory. Such allocations have re- 
ceived the approval of the Massachusetts 
Department of Public Utilities.” 


Substantially similar disclosures were made by Lowell 
in its annual report filed on Form 10-K for the fiscal 
year ended December 31, 1975. 


Note A of the Notes to consolidated Financial State- 
ments in Lowell’s annual report on Form 10-K for the 
fiscal year ended December 31, 1976 had two para- 
graphs containing language identical to the paragraphs 
previously quoted form Colonial’s Form 10-K for that 
year except that the references were to Lowell only. 
That Lowell 10-K also contained the following state- 
ment under “‘Management’s Discussion of the 
Summary of Operations:” 
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LOWELL GAS COMPANY 





1974 
Increase in gas revenue $ 76,000 
Reduction in interest 
expense 273,000 


Increase in cost of Sales (133,000) 


Pre-tax effect on net 





earnings 216,000 
After-tax effect 
on net earnings $110,000 
Percentage of net earnings 
attributable to the 
interest practice 9% 
CAPE COD GAS COMPANY 

1974 
Increase in gas revenues $ 32,000 
Reduction in interest 
expense 124,000 


Increase in cost of sales (36,000) 


Pre-tax effect on 





net earnings 120,000 
After-tax effect on net 
earnings $ 61,000 
COLONIAL GAS ENERGY SYSTEM 

1974 
Earnings as Reported $363,000 
Earnings attributable 
to interest practice 160,000 
(after elimination of 
minority interest) 
Percentage eof earnings 
attributable to interest 
practice 19% 
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$140,000 


315,000 


(315,000) 


140,000 
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$105,000 


166,000 
(111,000) 


160,000 


$ 82,000 


$1,211,000 


145,000 


+ —F— 


1976 


$184,000 


354,000 


(289,000) 


-249,000 


$127,000 


$172,000 


191,000 
(186,000) 


177,000 


$ 90,000 


$882,000 


203,000 

















“9. Interest Allocated to Fuel Costs. 
Beginning in 1973, with the approval of the 
DPU, the Company allocated a portion of its 
interest expense on short-term borrowings 
to fuel costs in inventory. This policy was 
adopted to better reflect a matching of costs 
and revenues. Increased inventory require- 
ments in 1974 and 1975 have resulted in a 
corresponding increase in such interest.” 


Note A to the annual reports on Form 10-K of both 
Colonial and Lowell for the fiscal year ended December 
31, 1976 contained paragraphs entitled “Recoverable 
Fuel Cost” which were identical to the respective para- 
graphs in the annual reports for the previous year. 
However, the sentence which had appeared in the an- 
nual reports referring to DPU approval of the Interest 
Allocation was deleted from the 1976 annual reports of 
Lowell and Colonial. 


lll. OMISSIONS OF MATERIAL FACTS WITH RE- 
GARD TO INTEREST ALLOCATION 


The disclosures described above omitted to state 
material facts necessary in order to make the state- 
ments made, in the light of the circumstances under 
which they were made, not misleading. Colonial and 
Lowell omitted to state the following material facts, 
among others: 


a. That the Interest Allocation, as defined on page 3 
hereinabove, and the resulting pass-through of those 
costs to customers via the adjustment clauses was 
contrary to long-established principles of utility regu- 
lation pursuant to which interest costs have not been 
treated as a cost of service item recoverable through 
base rates and have not been allowed as an element 
that enters into the rate base and that the practice was 
contrary to Account 431 of the Uniform System which 
requires such interest costs to be expensed; 


b. That staff counsel of the Office of the Attorney 
General of Massachusetts, who has the authority to 
intervene in rate proceedings in order to protect the in- 
terests of consumers, had raised questions in 1974 
concerning the Interest Allocation; 


c. That counsel for Lowell and Cape Cod had agreed 
with the staff counsel of the Office of the Attorney 
General of Massachusetts that Lowell would cease the 
Interest Allocation and, under the circumstances as 
described on page 6 above, Lowell continued the prac- 
tice without such counsel having informed the Office 
of the Attorney General; 


d. That the basis for the statements made by Colonial 
and Lowell that the Interest Allocation had been ap- 
proved by the DPU consisted of discussion with a DPU 


staff member at the time of filing of a set of excess 
cost price adjustment filings, brief testimony about the 
practice in a rate hearing in 1974 and letters obtained 
from that staff member under questionable circum- 
stances. 


e. That because the Interest Allocation and the re- 
sulting pass-through to customers was novel and 
questionable, and because no specific approval was 
obtained from the DPU allowing Lowell and Cape Cod 
to engage in the practice, Lowell and Cape Cod had in- 
curred substantial risks that action would be taken 
which, if successful, would require money collected 
from customers through the adjustment clauses to be 
refunded.” 


IV. OTHER CIRCUMSTANCES 


Colonial and Lowell have requested that the following 
circumstances and the companies’ understanding of 
certain facts be considered: 


1. The companies contend that the DPU had approved 
the Interest Allocation as a matter of fact and as a 
matter of law and that, therefore, the use of the Interest 
Allocation did comply with generally accepted ac- 
counting principles as a cost incurred by a regulated 
business treated for rate-making purposes as appli- 
cable to future revenues, within the meaning of the 
addendum dated December 1962 to Opinion No. 2 of 
the Accounting Principles Board. 


2. The companies contend that, even if the Interest 
Allocation were to be found not to have been approved 
by the DPU as a matter of law, the companies believed 
that DPU approval had been given, since, in the com- 
panies’ view, there was substantial evidence on which 
the companies reasonably relied, including the written 
opinion of its attorney for DPU matters, that the prac- 
tice had been approved by the DPU.8 





7 The two practices described in Footnote 6 on page 62, 
charging to cost of gas and passing on to customers 
through the adjustment clauses certain payments to 
NELNG and, by Lowell, the amortization of certain 
costs through inventory of a malfunction of a liquefied 
natural gas storage tank, were also novel and 
questionable, and no specific approval of these 
practices was obtained from the DPU Commissioners. 


8 The Commission believes that there is substantial 
evidence to the contrary with respect to the assertions 
contained in paragraphs 1 and 2. 
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3. The companies have made certain undertakings 
which are set forth in Section V of this order and which 
the companies ask the Commission to consider. 


V. UNDERTAKINGS OF COLONIAL AND LOWELL 


No hearing has been held on the subject matter of this 
Order. However, as part of their Offers of Settlement, 
Colonial and Lowell have made the following undertak- 
ings which they request that the Commission consider: 


1. Colonial and Lowell undertake to amend their an- 
nual reports on Form 10-K for the years 1975 and 1976 
in the case of Colonial and 1974, 1975 and 1976 in the 
case of Lowell by filing this Order on Form 8 with the 
Commission within ten days of the issuance thereof. 


2. Lowell will and Colonial will require Cape Cod to 
adopt procedures for identifying “questions of doubt- 
ful interpretation” within the meaning of the Uniform 
System and for seeking a decision of the DPU in ac- 
cordance with General Instruction 10 of the Uniform 
System. 


3. Colonial and Lowell undertake to disclose the pro- 
cedures adopted pursuant to Paragraph 2 above in a 
Form 8-K to be filed with the Commission. 


4. Colonial and Lowell undertake that if they propose 
to vary or dispense with the procedures adopted pur- 
suant to Section 2 above, they will notify the Commis- 
sion prior to taking any such action. 


Vi. ORDER 


In view of the foregoing, the Commission deems it ap- 
propriate and in the public interest to adopt the Offers 
of Settlement of Colonial and Lowell, and, accordingly, 


IT IS HEREBY ORDERED that proceedings be and 
hereby are instituted and concluded by the issuance of 
the Order and that Colonial and Lowell comply with 
their undertakings set forth in Section V hereinbefore 
set forth. 


By the Commission. 


George A. Fitzsimmons 
Secretary 
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SECURITIES EXCHANGE ACT OF 1934 
Release No. 14860/June 15, 1978 


The Commission announced on June 14, 1978, the en- 
try of an order of public administrative proceedings 
pursuant to the transfer agent registration provisions 
of the Securities Exchange Act of 1934 (Exchange Act), 
against International Postal Systems, Inc. (IPSI), 
Tupelo, Mississippi, to determine whether its applica- 
tion for registration as a transfer agent for its common 
stock should be denied. 


The effective date of the registration of IPSI, filed on 
May 16, 1978, has been ordered postponed until June 
30, 1978, and a hearing has been ordered to determine 
whether to postpone the effective date of IPSI’s regis- 
tration until final determination of whether such 
registration should be denied. 


The order for public administrative proceedings alleged 
that IPS! wilfully violated, and is unable to comply 
with, the provisions of the Exchange Act relating to 
transfer agents. A hearing will be scheduled by further 
order to take evidence on the allegations and to afford 
the respondent an opportunity to offer any defense 
thereto for the purpose of determining whether the al- 
legations are true, and, if so, whether the registration 
should be denied. 








PUBLIC UTILITY HOLDING COMPANY 
ACT OF 1935 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20584/June 9, 1978 


In the Matter of 


MIDDLE SOUTH UTILITIES, INC. 
225 Baronne Street 
New Orleans, Louisiana 70112 


ARKANSAS POWER & LIGHT COMPANY 
First National Building 
Little Rock, Arkansas 72203 


(70-5999) 











NOTICE OF SECOND POST-EFFECTIVE AMENDMENT 
REGARDING ISSUANCE AND SALE OF COMMON 
STOCK BY SUBSIDIARY TO HOLDING COMPANY 


NOTICE IS HEREBY GIVEN that Middle South Utilities, 
Inc. (“Middle South”), a registered holding company, 
and its electric utility subsidiary company, Arkansas 
Power & Light Company (‘‘Arkansas”), have filed with 
this Commission a second post-effective amendment 
to the application in this proceeding pursuant to Sec- 
tions 6(b), 9(a), and 10 of the Public Utility Holding 
Company Act of 1935 (“Act”) regarding the following 
proposed transaction. All interested persons are re- 
ferred to the amended application, which is summar- 
ized below, for a complete statement of the proposed 
transaction. 


By orders in this proceeding dated May 16, 1977, and 
February 10, 1978 (HCAR Nos. 20028 and 20411), the 
Commission authorized Arkansas to issue and sell to 
Middle South, and Middle South to acquire from Ar- 
kansas, from time to time until June 30, 1978, at the 
price of $12.50 per share, or $30,000,000 in the aggre- 
gate, 2,400,000 presently authorized but unissued 
shares of the common stock of Arkansas, $12.50 par 
value. At the time of the May 16, 1977, order, Arkansas 
had outstanding 29,436,773 shares of common stock, 
$12.50 par value, having an aggregate par value on its 
books of $367,959,662.50, all of which shares were 
owned by Middle South. 


On May 18, 1977, Arkansas issued and sold to Middle 
South 1,200,000 shares of its common stock for a pur- 
chase price of $15,000,000. Subsequently, Arkansas 
has not issued and sold any additional shares of com- 
mon stock. Arkansas and Middle South now believe it 
is in their best interest that the additional 1,200,000 
shares of common stock be sold and delivered by 
Arkansas to Middle South from time to time through 
and including June 30, 1979, in increments to be deter- 
mined by Arkansas and Middle South. 


The Arkansas Public Service Commission and the Ten- 
nessee Public Service Commission have authorized the 
issuance and sale of the new common stock by Arkan- 
sas. No other state commission and no federal com- 
mission, other than this Commission, has jurisdiction 
over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested per- 
son may, not later than July 5, 1978, request in writing 
that a hearing be held on such matter, stating the na- 
ture of his interest, the reasons for such request, and 
the issues of fact or law raised by said post-effective 
amendment to the application which he desires to con- 
trovert; or he may request that he be notified if the 
Commission should order a hearing thereon. Any such 
request should be addressed: Secretary, Securities and 
Exchange Commission, Washington, D.C. 20549. A 


copy of such request should be served personally or by 
mail upon the applicants at the above-stated ad- 
dresses, and proof of service (by affidavit or, in case of 
an attorney at law, by certificate) should be filed with 
the request. At any time after said date, the applica- 
tion, as now amended or as it may be further amended, 
may be granted as provided in Rule 23 of the General 
Rules and Regulations promulgated under the Act, or 
the Commission may grant exemption from such rules 
as provided in Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive any notices and orders issued in 
this matter, including the date of the hearing (if or- 
dered) and any postponements thereof. 


For the Commission, by the Division of Corporate Reg- 
ulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20585/June 9, 1978 


In the Matter of 


AMERICAN ELECTRIC POWER SERVICE CORPORA- 
TION 


AMERICAN ELECTRIC POWER COMPANY, INC. 
New York, New York 


(70-6162) 


ORDER AUTHORIZING BANK BORROWING BY SUB- 
SIDIARY SERVICE COMPANY AND GUARANTY 
THEREOF BY HOLDING COMPANY 


American Electric Power Company, Inc. (“AEP”), a reg- 
istered holding company, and American Electric Power 
Service Corporation (“Service Company”), a service 
company subsidiary of AEP, have filed with this Com- 
mission a decl. ation and an amendment thereto pur- 
suant .o Sections 6(a), 7 anc’ 12 of the Public Utility 
Holding Company Act of 1935 (“Act”) and Rule 50: a)(2' 
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promulgated thereunder concerning the following pro- 
posed transaction. 


Service Company and AEP propose to enter into a loan 
agreement (“Agreement”) with the Chase Manhattan 
Bank, N.A. (“Chase”), concerning borrowings by Ser- 
vice Company of up to $10,000,000 and a guaranty of 
such indebtedness by AEP. The Agreement, to be 
dated as of May 1, 1978, provides that the notes to be 
issued thereunder will mature on May 1, 1978, provides 
that the notes to be issued thereunder will mature on 
May 1, 1985, that the borrowings shall bear interest at 
an annual rate of 105% of the Chase’s prime rate from 
May 31, 1979, and at an annual rate of 108% of its 
prime rate from May 31, 1979, until maturity, that Ser- 
vice Company will pay quarterly each year a substitute 
interest at the rate of 1/2 of 1% per annum on the daily 
average unused amount of the $10,000,000 credit made 
available and that prepayment may be made at any time 
without premium or penalty. There are no fees or 
charges to be paid to the Chase in connection with the 
borrowings, and no compensating balances are re- 
quired. The interest to be paid by Service Company in 
connection with borrowings under the Agreement will 
be allocated to member companies of the AEP system 
in the same manner as expenses are allocated pursuant 
to the various services agreements in effect between 
Service Company and such companies. 


It is stated that the purpose of the proposed trans- 
action is to provide cash working capital for Service 
Company and to provide a portion of the funds neces- 
sary to finance the construction of a proposed new 
computer center for Service Company to be built in 
Canton, Ohio, the cost of which is currently estimated 
at $4,000,000. It is estimated that a portion of the bor- 
rowings will be repaid from the proceeds of a sale- 
leaseback transaction involving the computer center, 
to be entered into upon its completion, which is cur- 
rently estimated to occur in mid or late 1979. The bal- 
ance of such borrowings will be repaid with the 
proceeds of cash capital contributions or interest bear- 
ing Open-account advances to be made to Service 
Company by AEP. 


Declarants claim an exemption from the competitive 
bidding requirements of Rule 50 under the Act pursu- 
ant to Rule 50(a)(2) 


The fees and expenses to be incurred in connection 
with the proposed transaction are estimated at $3,700, 
including legal fees of $500. No state commission and 
no federal commission, other than this Commission, 
has jurisdiction over the proposed transaction. 


Due notice of the filing of said declaration has been 
given in the manner prescribed in Rule 23 promulgated 
under the Act (HCAR No. 20539), and no hearing has 
been requested of or ordered by the Commission. Upon 
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the basis of the facts in the record, it is hereby found 
that the applicable standards of the Act and the rules 
thereunder are satisfied and that no adverse findings 
are necessary; and that it is appropriate in the public 
interest and in the interest of investors and consumers 
that said declaration, as amended, be granted and 
permitted to become effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said declaration, 
as amended, be, and it hereby is, permitted to become 
effective forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate Reg- 
ulation, pursuant delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20586/June 9, 1978 


In the Matter of 


ALABAMA POWER COMPANY 
Birmingham, Alabama 


(70-5949) 


ORDER AUTHORIZING ELECTRIC UTILITY TO AMEND 
INSTALLMENT SALES AGREEMENT WITH MUNICI- 
PAL AGENCY RELATING TO POLLUTION CONTROL 
FACILITIES; RESERVATION OF JURISDICTION 


Alabama Power Company (“Alabama”), an electric util- 
ity subsidiary company of The Southern Company, a 
registered holding company, has filed post-effective 
amendments to an application-declaration previously 
filed with this Commission pursuant to Sections 9(a), 
10 and 12(d) of the Public Utility Holding Company Act 
of 1935 (“Act”) and Rule 44(b)(3) promulgated there- 
under as applicable to the proposed transaction. 


On February 23, 1977, the Commission issued an order 
(HCAR No. 19900) authorizing Alabama to enter into an 
Installment Sale Agreement dated as of February 1, 








1977 (“Agreement”) with the Industrial Development 
Board of the Town of West Jefferson (“Board”) to fi- 
nance certain pollution control facilities at Alabama’s 
Miller Steam Plant (“Project”). Pursuant to such Agree- 
ment the Board purchased the then existing portions of 
the Project, undertook to complete its construction 
and to sell the completed Project to Alabama for a pur- 
chase price payable in semi-annual installments over a 
term of years. To secure its obligations under the 
Agreement, Alabama granted to the Board a security 
interest in the Project subordinate to the lien of the 
Indenture dated as of January 1, 1942, between Ala- 
bama and Chemical Bank, as Trustee, as supple- 
mented and amended. The Board issued its pollution 
control revenue bonds (“Original Bonds”) pursuant to a 
Trust Indenture dated as of February 1, 1977 (‘‘Inden- 
ture’) in the aggregate principal amount of 
$40,000,000. The Board assigned all its rights, title and 
interest in the Agreement, including such subordinate 
security interest, to the Revenue Bond Trustee as secu- 
rity for the pollution control revenue bonds, including 
the Original Bonds, to be issued under the Indenture. 
The proceeds of the sale of the Original Bonds were 
deposited by the Board with the trustee under the In- 
denture (‘Revenue Bond Trustee”). Such proceeds 
have been applied to payment of the cost of construc- 
tion of the Project. The total cost of construction of the 
Project will exceed the proceeds of the Original Bonds. 
Consequently, Alabama proposes to request that the 
Board issue up to $48,000,000 in additional revenue 
bonds (“Additional Bonds”). Upon issuance of the 
Additional Bonds, Alabama’s obligation under the 
Agreement to make semi-annual purchase price pay- 
ments will be increased to require additional payments 
sufficient (together with other moneys held by the Rev- 
enue Bond Trustee under the Indenture for that pur- 
pose) to pay the principal of the interest on the Addi- 
tional Bonds as they become due and payable. The 
Board and the Revenue Bond Trustee will enter into a 
supplement (“Supplement”) to the Indenture providing 
for the Additional Bonds. The Supplement will provide 
for redemption provisions for the Additional Bonds 
comparable to those provided for the Original Bonds. It 
is proposed that the Additional Bonds will mature not 
more than 30 years from the first day of the month in 
which they are initially issued and will be entitled to 
the benefit of a mandatory redemption sinking fund, 
commencing in 1994, calculated to retire approxi- 
mately 21% of the aggregate principal amount of the 
Additional Bonds prior to maturity. 


It is contemplated that arrangements will be made by 
the Board with one or more investment bankers provid- 
ing for the placement or underwriting of the Additional 
Bonds. Alabama will not be party to such arrange- 
ments. In accordance with the laws of the State of Ala- 


Qeors: the interest rate to be borne by the Additional 


onds will be fixed by the Board. Bond counsel will is- 
sue an opinion that interest on the Additional Bonds 


presently is exempt from federal income taxation. Ala- 
bama has been advised that the annual interest rates 
on obligations, the interest on which is tax exempt, 
historically have been and can be expected at the time 
of issue of the Additional Bonds to be 1-1/2% to 
2-1/2% lower than the rates of obligations of like tenor 
and comparable quality, interest on which if fully sub- 
ject to federal income taxation. 


The fees, commissions and expenses to be incurred in 
connection with the proposed transaction are esti- 
mated at $58,500, including legal fees of $37,500 and 
accounting fees of $11,000. The issuance of the Addi- 
tional Bonds has been authorized by the Alabama 
Public Service Commission. No other state commis- 
sion and no federal commission, other than this Com- 
mission, has jurisdiction over the proposed transac- 
tion. 


Due notice of the filing of the post-effective amend- 
ments to said application-declaration has been given in 
the manner prescribed in Rule 23 promulgated under 
the Act (HCAR No. 20542), and no hearing has been re- 
quested of or ordered by the Commission. Upon the 
basis of the facts in the record, it is hereby found that 
the applicable standards of the Act and the rules there- 
under are satisfied and that no adverse findings are 
necessary; and that it is appropriate in the public inter- 
est and in the interest of investors and consumers that 
said application-declaration, as amended, be granted 
and permitted to become effective: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application- 
declaration, as amended, be, and it hereby is, granted 
and permitted to become effective forthwith, subject to 
the terms and conditions prescribed in Rule 24 promul- 
gated under the Act. 


IT iS FURTHER ORDERED that jurisdiction be, and it 
hereby is, reserved with respect to the semi-annual in- 
stallment payment obligations to be undertaken by 
Alabama pursuant to its agreement with the Board in- 
sofar as such payments are affected by the effective 
interest rate of the Additional Bonds to be sold by the 
Board in connection with the proposed transaction. 


For the Commission, by the Division of Corporate Reg- 
ulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 14587/June 12, 1978 


In the Matter of 


ARKANSAS POWER & LIGHT COMPANY 
First National Building 
Little Rock, Arkansas 72203 


(70-6174) 


NOTICE OF PROPOSED ISSUANCE AND SALE OF 
FIRST MORTGAGE BONDS AT COMPETITIVE 
BIDDING 


NOTICE IS HEREBY GIVEN that Arkansas Power & 
Light Company (“Arkansas”), an electric utility sub- 
sidiary of Middle South Utilities, Inc., a registered 
holding company, has filed an application with this 
Commission pursuant to Section 6(b) of the Public 
Utility Holding Company Act of 1935 (“Act”) and Rule 
50 promulgated thereunder regarding the following 
proposed transaction. All interested persons are re- 
ferred to the application, which is summarized below, 
for acomplete statement of the proposed transaction. 


Arkansas proposes to issue and sell, subject to the 
competitive bidding requirements of Rule 50 promul- 
gated under the Act, $75,000,000 principal amount of 
its First Mortgage Bonds of a series having a term of 
not less than five nor more than thirty years. Arkansas 
will determine, and give notice of, the maturity date of 
the bonds not later than 11:00 a.m. on the third busi- 
ness day preceding the day fixed for the presentation 
of bids. The interest rate on the bonds (which will be a 
multiple of 1/8 of 1%) and the price, exclusive of ac- 
crued interest, to be paid to Arkansas (which will be 
not less than 100% nor more than 102-3/4% of the 
principal amount thereof) will be determined by the 
competitive bidding. The bonds will be issued under 
Arkansas’ Mortgage and Deed of Trust dated as of 
October 1, 1944, to Morgan Guaranty Trust Company of 
New York, Trustee, as heretofore supplemented and as 
to be further supplemented by a Thirtieth Supplemental 
Indenture to be dated as of July 1, 1978, which will in- 
clude a prohibition for a period of not more than five 
years against refunding the bonds with the proceeds of 
funds borrowed at a lower effective interest cost. 


Prior to the effective date of Arkansas’ Twenty-eighth 
Supplemental Indenture dated as of July 1, 1975, Ar- 
kansas’ Mortgage and Deed of Trust as amended pro- 
vided that in the computation of the “two-times inter- 
est” coverage test for the issuance of additional bonds, 
the amount of the company’s nonoperating income (as 
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defined) that may be taken into account would not ex- 
ceed 15% of the sum of net operating income plus 
nonoperating income. This provision differs from the 
analogous provision of the Commission’s Statement of 
Policy with respect to First Mortgage Bonds (“Policy 
Statement”) adopted February 16, 1956 (HCAR No. 
13105), which restricts the inclusion of nonoperating 
income to an amount not exceeding 10% of operating 
income. In recent years, the Indenture provision has re- 
sulted in higher computed interest coverage than 
would have resulted from the provision prescribed by 
the Policy Statement. 


As a first step toward conforming the Indenture provi- 
sion with that of the Policy Statement, Arkansas’ 
Twenty-eighth Supplement Indenture dated as of July 
1, 1975, amended the Indenture provision so as to pro- 
vide that, effective with the first series of bonds to be 
issued after December 31, 1975, the amount of includ- 
able nonoperating income would not exceed 14% of 
the sum of net operating income plus nonoperating in- 
come. Arkansas’ Twenty-ninth Supplemental Indenture 
reduced the figure to 13%. It is proposed in the instant 
filing that Arkansas’ Thirtieth Supplemental Indenture 
to be dated as of July 1, 1978, provide that, effective 
with the first series of bonds to be issued after July 30, 
1978, the amount of includable nonoperating income 
shall not exceed 12% of the sum of net operating in- 
come plus nonoperating income. It is contemplated 
that said percentage will be successively reduced 
further in future supplemental indentures so that the 
Indenture provision (including, ultimately, the base to 
which the percentage shall apply) will finally conform 
in substance with the analogous provision of the Policy 
Statement. 


Arkansas proposes to utilize the net proceeds from the 
issuance and sale of the proposed bonds for the pay- 
ment of $7,500,000 principal amount of first mortgage 
bonds maturing August 1, 1978, and the reduction of 
short-term indebtedness, estimated to be $90,000,000 
at the time of the sale, used to finance Arkansas’ 
construction program. 


Fees and expenses incident to the proposed transac- 
tion are estimated at $198,000, including counsel fees 
of $49,000 and accountants’ fees of $15,000. The fee of 
counsel for the successful bidders is estimated at 
$17,000 and is to be paid by the successful bidders. 


The Arkansas Public Service Commission and the Ten- 
nessee Public Service Commission have jurisdiction 
over the proposed issuance and sale of the bonds. It is 
stated that no other state commission and no federal 
commission, other than this Commission, has juris- 
diction over the proposed transaction. 


NOTICE IS FURTHER GIVEN that any interested per- 
son may, not later than July 7, 1978, request in writing 
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that a hearing be held on such matter, stating the na- 
ture of his interest, the reasons for such request, and 
the issues of fact or law raised by said application 
which he desires to controvert; or he may request that 
he be notified if the Commission should order a hear- 
ing thereon. Any such request should be addressed: 
Secretary, Securities and Exchange Commission, 
Washington, D.C. 20549. A copy of such request 
should be served personally or by mail upon the appli- 
cant at the above-stated address, and proof of service 
(by affidavit or, in case of an attorney at law, by certifi- 
cate) should be filed with the request. At any time after 
said date, the application, as filed or as it may be 
amended, may be granted as provided in Rule 23 of the 
General Rules and Regulations promulgated under the 
Act, or the Commission may grant exemption from 
such rules as provided in Rules 20(a) and 100 thereof or 
take such other action as it may deem appropriate. 
Persons who request a hearing or advice as to whether 
a hearing is ordered will receive any notices and orders 
issued in this matter, including the date of the hearing 
(if ordered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20588/June 13, 1978 


In the Matter of 


JERSEY CENTRAL POWER AND LIGHT COMPANY 
Morristown, New Jersey 


METROPOLITAN EDISON COMPANY 
Reading, Pennsylvania 


PENNSYLVANIA ELECTRIC COMPANY 
Johnstown, Pennsylvania 


(70-5951) 
ORDER PERMITTING WITHDRAWAL OF DECLARA- 


TION RELATING TO SALE OF ASSETS BETWEEN 
AFFILIATES 


Jersey Central Power and Light Company (“JCP&L”), 
Metropolitan Edison Company (‘‘Met-Ed’”’) and 
Pennsylvania Electric Company (“Penelec”), electric 
utility subsidiaries of General Public Utilities 
Corporation, a registered hoiding company, have filed 
a request for leave to withdraw their declaration, as 
amended, previously filed with this Commission 
pursuant to Sections 12(d) and 12(f) of the Public 
Utility Holding Company Act of 1935 (“Act”) and Rule- 
43 promulgated thereunder. 


Notice was given on January 13, 1977 (HCAR No. 
19851) of a proposal by JCP&L, Met-Ed and Penelec to 
adjust, via intercompany sales, their existing interests 
in two nuclear generating stations, Three Mile Island 
Unit #2 and Forked River, which the three companies 
own as tenants-in-common. 


On May 17, 1978, JCP&L, Met-Ed and Penelec filed a 
request for leave to withdraw the declaration, stating 
that the Pennsylvania Public Utility Commission had, 
on April 20, 1978, denied its authorization for the 
proposed sales. 


Upon the basis of the facts in the record, it is found that 
said declaration, as amended, should be permitted to 
be withdrawn. 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said declaration, 
as amended, filed in this proceeding be, and it hereby 
is, deemed withdrawn, effective forthwith. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20589/June 13, 1978 


In the Matter of 

INDIANA & MICHIGAN ELECTRIC COMPANY 
2101 Spy Run Avenue 

Fort Wayne, Indiana 46801 

(70-6175) 
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NOTICE OF PROPOSED CHARTER AMENDMENT TO 
INCREASE SHARES OF AUTHORIZED PREFERRED 
STOCK; ORDER AUTHORIZING SOLICITATION OF 
PROXIES IN CONNECTION THEREWITH 


NOTICE IS HEREBY GIVEN that Indiana & Michigan 
Electric Company (“I&M”), an electric utility subsidiary 
company of American Electric Power Company, Inc. 
(“AEP”), a registered holding company, has filed a 
declaration with this Commission pursuant to the 
Public Utility Holding Company Act of 1935 (“Act”), 
designating Sections 6(a), 7 and 12(e) of the Act and 
Rules 62 and 65 promulgated thereunder as applicable 
to the proposed transaction. All interested persons are 
referred to the declaration, which is summarized 
below, for a complete statement of the proposed 
transaction. 


1&M proposes to amend its Articles of Acceptance 
(“Charter”) to increase the number of shares of $25 
cummulative preferred stock (“$25 Preferred’’) that it is 
authroized to issue from 4,000,000 to 7,200,000. I&M’s 
Charter presently authorizes it to issue 2,250,000 
shares of $100 Preferred (of which 1,470,000 shares are 
issued and outstanding) and 4,000,000 shares of $25 
Preferred (of which 3,200,000 shares are issued and 
outstanding). 1&M states that there appears to be a 
wider market for preferred stock priced around $25 per 
share than for shares priced around $100. 1&M believes 
that it is in the best interests of I1&M anc its 
shareholders to increase the authorized shares of $25 
Preferred in order to have a sufficient number of shares 
available for issuance when the need or occasion to 
sell preferred stock should occur in the future. |&M 
estimates that its construction program will aggregate 
$450,000,000 for 1978 and 1979 (excluding $47,000,000 
construction costs for 1978 and 1979 of a generating 
subsidiary). 


1&M proposes to solicit proxies from its common 
stockholder and the holders of its outstanding 
preferred stock for use at a meeting to be held on 
August 10, 1978, concerning the amendment. The 
amendment to the Charter requires the affirmative vote 
of a majority of the outstanding shares of common 
stock, of the outstanding shares of $100 preferred 
(each share of which is entitled to 1 vote), and of the 
outstanding shares of $25 preferred (each share of 
which is entitled to 1/4 of 1 vote), each class voting 
separately, AEP, the owner of all of 1&M’s common 
stock, has indicated that it intends to vote all such 
shares in favor of the Charter amendment. 


The fees and expenses to be incurred in connection 
with the proposed transaction are estimated at 
$71,000, including printing expenses of $28,000 and 
transfer agent fees of $19,000. It is stated that no state 
commission and no federal commission, other than 
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this Commission, has jurisdiction over the proposed 
transaction. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 10, 1978, request in 
writing that a hearing be held on such matter, stating 
the nature of his interest, the reasons for such request, 
and the issues of fact or law raised by said declaration 
which he desires to controvert; or he may request that 
he be notified if the Commission should order a 
hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the declarant at the above-stated address, and proof of 
service (by affidavit or, in case of an attorney at law, by 
certificate) should be filed with the request. At any 
time after said date, the declaration, as filed or as it 
may be amended, may be permitted to become 
effective as provided in Rule 23 of the General Rules 
and Regulations promulgated under the Act, or the 
Commission may grant exemption from such rules as 
provided in Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive any notices and orders issued in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


It appearing that the declaration insofar as it proposes 
the solicitation of proxies from 1&M’s stockholders 
should be permitted to become effective forthwith 
pursuant to Rule 62: 


IT IS ORDERED, that the declaration regarding the 
proposed solicitation of proxies from 1&M’s 
stockholders be, and it hereby is, permitted to become 
effective forthwith pursuant to Rule 62 and subject to 
the terms and conditions prescribed in Rule 24 under 
the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20590/June 13, 1978 


In the Matter of 


OHIO POWER COMPANY 
301 Cleveland Avenue, S.W. 
Canton, Ohio 44702 


CENTRAL OHIO COAL COMPANY 
P.O. Box 98 
Cumberland, Ohio 43732 


(70-6157) : 


NOTICE OF PROPOSED SALE OF NEW COAL MINING 
EQUIPMENT TO THIRD PARTY AND LEASEBACK BY 
SECOND-TIER SUBSIDIARY, OF PROPOSED 
GUARANTY BY SUBSIDIARY OF LEASE, AND OF 
OPEN ACCOUNT ADVANCES BY SUBSIDIARY 


NOTICE IS HEREBY GIVEN that Ohio Power Company 
(“Ohio”), an electric utility subsidiary company of 
American Electric Power Company, Inc., a registered 
holding company, and Central Ohio Coal Company 
(“COCO”), a coal mining subsidiary company of Ohio, 
have filed an application-declaration and an 
amendment thereto with this Commission pursuant to 
the Public Utility Holding Company Act of 1935 
(“Act”), designating Sections 9 and 12 of the Act as 
applicable to the proposed transactions. All interested 
persons are referred to the application-declaration, 
which is summarized below, for a complete statement 
of the proposed transactions. 


COCO was organized in 1946 for the purpose of 
conducting surface mining operations on behalf of 
Ohio. COCO operates three mines owned by Ohio in 
Morgan, Muskingum and Noble Counties, Ohio; and 
its total output is utilized by Ohio’s Muskingum River 
Generating Station. It is stated that the Muskingum 
Mine has produced coal at an annual level of 3.0 to 3.2 
million tons, but that to meet environmental standards 
which become effective in 1979, 2.3 to 2.5 million 
annual tons will be required. It is further stated that 
unless new equipment is acquired, production will 
drop to 1.4 million annual tons by 1981. It was 
determined that a 110 cubic yard dragline, to remove 
overburden, would be an appropriate mining machine 
to help avoid a drop in annual production below 2.3 to 
2.5 million tons. Additionally, a 23 cubic yard shovel is 
required to load uncovered coal, and moveable electric 
substations are required to support these mining 
machines. On December 15, 1977, Ohio acquired one 
Marion (Model 8750) 110 cubic yard dragline 
(“Dragline”) from AMAX, Inc., for $18,742,000. Since 
the Dragline was delivered unassembled, Ohio is 
entering into a contract for the erection of the Dragline 
(“Erection Contract”). It is currently estimated that the 
total erected cost of the Dragline will be $27,000,000. 
Ohio also contracted to purchase one Bucyrus-Erie 
(Model 295) 23 cubic yard shovel (“Shovel”), having an 
approximate cost of $2,000,000, and two 138/22.9 kVA 
skid mounted substations and related electrical 


support equipment for the Dragline (‘Electrical 
Support Equipment”), having an approximate cost of 
$1,000,000. 


The proposed transactions involve the assignment of 
the rights and interest to the Dragline, Shovel, and 
Electrical Support Equipment, having a total aggregate 
cost of approximately $30,000,000, to Girard Bank 
(“Lessor”), as trustee under a trust for the benefit of 
C.1.T. Leasing Corporation or another wholly-owned 
subsidiary of C.I.T. Financial Corporation (“Owner 
Participant’). Lessor wold then lease this equipment to 
Coco. 


It is proposed that Ohio assign its right and interests in 
the Dragline, Erection Contract, and Electrical Support 
Equipment to COCO. The erection process is expected 
to be completed by September 1979. The Dragline will 
be erected at the Muskingum Mine. Additionally, Ohio 
will assign its rights in the Shovel either directly to 
Lessor, or to COCO, which would then assign such 
rights to Lessor. There is planned an initial closing as 
soon as possible after June 1, 1978, the scheduled 
delivery date of the Shovel. At that time, Lessor will 
pay the approximate cost of the Shovel, $2,000,000. 
Upon completion of erection of the Dragline, but before 
final testing commences, there would be a second and 
final closing, at which COCO would transfer the 
Dragline and Electrical Support Equipment to Lessor. 
Lessor would pay COCO for the Dragline, which will 
consist of the original cost of $18,742,000, plus any 
related delivery costs, erection costs, accumulated 
allowance for funds used during construction, and 
other costs, including certain fees and expenses 
incurred by COCO, an amount presently estimated to 
aggregate not more than $27,000,000. At that time 
Lessor would also pay COCO for the Electrical Support 
Equipment for the Dragline, such equipment presently 
expected to cost approximately $1,000,000. The final 
closing is presently anticipated to be in September 
1979. 


At the first closing, Lessor will lease the Shovel to 
COCO. The Dragline and Electrical Support Equipment 
will be leased by Lessor to COCO at the second and 
final closing. There will be one lease covering both the 
Shovel and the Dragline, but there will be individual 
lease terms for the Shovel and the Dragline. The base 
term for the Shovel will be a period of twenty years 
from the date of acceptance by COCO and 
month-to-month thereafter until such base term 
becomes coterminous with the base term of the 
Dragline. The base term for the Dragline and Electrical 
Support Equipment will commence when construction 
of such Dragline is completed, but before final testing 
commences, and upon acceptance by Lessee. The 
base term for the Dragline will be a period of twenty 
years from the date of acceptance of the Dragline by 
coco. 
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The lease will provide that COCO will pay to Lessor the 
basic rent payable thereunder and, as additional rent, 
be responsible for all maintenance, insurance, taxes 
(other than franchise taxes and certain taxes imposed 
on or measured by net income) and all other costs in 
connection with the operation of the equipment. Rent 
will be paid in forty equal semi-annual installments in 
arrears with respect to both the initial twenty-year 
period of the base term of the Shovel and the 
twenty-year base term of the Dragline at a rate of 
3.89% of the equipment cost for an equivalent effective 
interest cost to COCO of approximately 4.72% per 
annum. After the initial twenty-year period of the base 
term of the Shovel, rent will continue on a 
month-to-month basis at the rate of 0.65% of the cost 
of the Shovel, until such base term becomes 
coterminous with the base term of the Dragline. These 
lease rates reflect that a 10% investment tax credit will 
be retained by the Owner Participant, and that the rent 
under the lease is sufficient to service the long-term 
loan from the Loan Participant at a rate of 9.50%. 


COCO will have the right to renew the lease with 
respect to either the Dragline or the Shovel or both for a 
total of up to four consecutive five-year terms at the 
then fair market rental value of such equipment. COCO 
will have the right to purchase either the Dragline or the 
Shovel or both at the end of the base terms or at the 
end of any renewal term at the then fair market value of 
such equipment. The lease will be non-terminable for 
reasons other than casualty or condemnation prior to 
the tenth anniversary from commencement thereof 
Thereafter, such lease shall be terminable pursuant to 
a termination schedule for reasons of economic 
obsolescence or otherwise. The lease will provide a 
separate termination schedule for casualty or 
condemnation. 


It is proposed that the funds to be used by the Lessor 
in purchasing the equipment will be obtained, to the 
extent of 50% of the purchase price, from the Owner 
Participant’s making of an equity investment in the 
beneficial ownership of the equipment and, to the 
extent of the remaining 50% of the purchase price, 
from borrowings made by the Lessor from John 
Hancock Mutual Life Insurance Company (“Loan 
Participant”). The purchase price of the equipment will 
include all overhead and indirect costs. The Owner 
Participant and the Loan Participant have issued 
commitments extending through March 31, 1980, in the 
aggregate amount of $30,000,000, plus or minus 10%. 
Lessor will purchase the Shovel upon delivery with an 
equity contribution of 50% of the total cost of the 
Shovel and with a long-term loan from the Loan 
Participant for the remaining 50% of the total cost. 


It is further stated that COCO will finance the 
acquisition and erection of the Dragline and the 
acquisition of the Electrical Support Equipment with 
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the proceeds of a proposed credit agreement with 
Irving Trust Company pursuant to which COCO would 
be able to borrow an aggregate amount of up to 
$30,000,000. This credit agreement is to be the subject 
of a separate application to the Commission. The 
credit agreement will cover the period of construction 
of the Dragline. 


Ohio proposes to guarantee unconditionally all 
COCO’s obligations under the lease (whether of 
payment or performance). Ohio will, through its 
guarantee of COCO’s lease obligations, indemnify 
Lessor for any obligations to the Interim Lender during 
the construction period. The failure of such guarantee 
to remain in full force and effect would be made an 
event of default under the lease subject to the proviso 
that Ohio would, under such circumstances, have 
thirty days within which to decide whether or not it 
wished to assume directly the obligations under the 
lease and, thereafter, 120 days within which to obtain 
any requisite administrative or other governmental 
approval for such assumption. 


Ohio also proposes to make open-account advances to 
COCO from time to time through March 31, 1980, in an 
aggregate maximum amount of $41,000,000. The actual 
exercise of the requested authority to make 
open-account advances in an aggregate maximum 
amount of $41,000,000 is dependent upon the 
successful consummation of the instant and other 
leasing transactions. To the extent that any such 
leasing transactions are consummated, the amount of 
open-account advances authorized to be made by Ohio 
to COCO would be reduced, as of the date of 
consummation of any such leasing transactions, to the 
extent of the value of the property which is the subject 
of any of such leasing transactions. In the event that 
the herein proposed transaction relating to the Shovel 
and the Dragline and Electrical Support Equipment, 
having an aggregate cost of approximately 
$30,000,000, is not sucessfully consummated, then 
Ohio would make open-account advances to COCO in 
the amount of approximately $30,000,000 in order to 
enable COCO to acquire such equipment. In the event 
that COCO cannot successfully consummate proposed 
leasing transactions with Manufacturers Hanover Trust 
Company and BLC Corporation with respect to trucks 
having an aggregate cost of approximately $3,000,000 
and two blast hole drills and related equipment having 
an aggregate cost of approximately $2,000,000, which 
leasing transactions are the subject of a separate 
application (File 70-6152), then Ohio would make 
open-account advances to COCO in the amount of 
approximately $5,000,000 in order to enable COCO to 
acquire such equipment. In addition, Ohio would make 
open-account advances to COCO in the amount of 








approximately $6,000,000 to enable COCO to construct 
fine coal cleaning additions to an existing coal 
preparation plant, which additions are necessary to 
prepare cleaner burning coal in order to meet 
environmental emission standards. Any and all 
open-account advances would bear interest at the 
prime rate and would be prepayable at any time without 
premium or penalty. ‘ 


The fees and commission to be incurred in connection 
with the proposed transactions will be supplied by 
amendment. It is stated that the Public Utilities 
Commission of Ohio may have jurisdiction over Ohio’s 
proposed guaranty of COCO’s lease obligations, and 
that no other state commission and no _ federal 
commission, other than this Commission, has 
jurisdiction over the proposed transactions. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 7, 1978, request in 
writing that hearing be held on such matter, stating the 
nature of his interest, the reasons for such request, 
and the issues of fact or law raised by said application- 
declaration which he desires to controvert, or he may 
request that he be notified if the Commission should 
order a hearing thereon. Any such request should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request should be served personally or by mail upon 
the applicants-declarants at the above stated 
addresses, and proof of service (by affidavit or, in case 
of an attorney at law, by certificate) should be filed 
with the request. At any time after said date, the 
application-declaration, as amended or as it may be 
further amended, may be granted and permitted to 
become effective as provided in Rule 23 of the General 
Rules and Regulations promulgated under the Act, or 
the Commission may grant exemption from such rules 
as provided in Rules 20(a) and 100 thereof or take such 
other action as it may deem appropriate. Persons who 
request a hearing or advice as to whether a hearing is 
ordered will receive any notices and orders issued in 
this matter, including the date of the hearing (if 
ordered) and any postponements thereof. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20591/June 14, 1978 


In the Matter of 


CONSOLIDATED NATURAL GAS COMPANY 
New York, New York 


THE EAST OHIO GAS COMPANY 
THE RIVER GAS COMPANY 
WEST OHIO GAS COMPANY 
(70-6116) 


ORDER AUTHORIZING SUBSIDIARIES TO ACQUIRE 
PROMISSORY NOTES EVIDENCING LOANS MADE TO 
RESIDENTIAL HEATING CUSTOMERS TO FINANCE 
HOME INSULATION INSTALLATION; RESERVATION 
OF JURISDICTION 


Consolidated Natural Gas Company (“Consolidated”), 
a registered holding company, The East Ohio Gas 
Company, The River Gas Company and West Ohio Gas 
Company (collectively referred to as “the subsid- 
iaries”), all of which are wholly-owned subsidiaries of 
Consolidated, have filed an application and an 
amendment thereto with this Commission pursuant to 
Sections 9(a) and 10 of the Public Utility Holding 
Company Act of 1935 (“Act”) and Rule 40 promulgated 
thereunder regarding the proposed transaction. 


The subsidiaries seek authorization to conduct, in 
accordance with a new law of the State of Ohio, a 
residential insulation financing program (“Program”) 
and to acquire unsecured installment promissory notes 
from residential gas space heating customers pursuant 
to the Program. Under the Program, each subsidiary 
will lend qualified residential heating customers 
amounts up to $750 for each home for installation of 
insulation in owner-occupied, single or double family, 
gas-heated residences, if a financial institution listed 
as an institution that will finance such installations 
denies a loan to any such customers. 


It is stated that the term of the loans under the 
proposed Program shall not exceed 24 months. The 
interest charged on such loans will not exceed a rate 
equal to 4% in excess of the discount rate on 90-day 
commercial paper in effect at the Federal Reserve 
Bank, Fourth Federal Reserve District, at the time the 
loan is executed. The discount rate on 90-day 
commercial paper in effect on May 9, 1978, at the 
Federal Reserve Bank, Fourth Federal Reserve District, 
was quoted at 6-7/8% to 7%. At the end of the first 
year, the subsidiary shall set the rate of interest 
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charged so that revenues derived therefrom will equal 
the cost of administering the Program. It is stated that 
if costs exceed 4% over the commercial paper discount 
rate, the excess will be assumed by the subsidiary. 


When costs are less than the revenues recovered from 
interest charges, customers who had loans 
outstanding during that year, will be credited in an 
amount in proportion to their respective loans and 
interest payments during the year. The credit will be 
applied against the customer’s unpaid balance or bill 
the following year. Repayment within 90 days will be 
treated as cash and will incur no interest. 


It is stated that the maximum amount of 


except that the time for filing the certification 
thereunder with respect to the proposed transactions is 
extended so as to allow filing on a quarterly basis. 


IT iS FURTHER ORDERED that jurisdiction be, and it 
hereby is reserved over the proposed transactions 
relating to loans proposed for the years 1979 and 1980. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 


loans Secretary 
outstanding at any one time from all the subsidiaries 
during the years 1978, 1979 and 1980 shall not exceed 
$175,000, $337,500 and $500,000, respectively. The 
maximum amount of loans outstanding at any one time 
for each individual subsidiary will be as follows: 
Amounts 
Subsidiary 1978 1979 1980 
The East Ohio Gas Company $150,000 $300,000 $450,000 
The River Gas Company 10,000 15,000 20,000 
West Ohio Gas Company 15,000 22,500 30,000 
Total $175,000 $337,500 


It is stated that no state commission and no federal 
commission, other than this Commission, has 
jurisdiction over the proposed transactions. 


With respect to those portions of the application 
relating to the proposed loans outstanding during the 
years 1979 and 1980, the record in this proceeding is 
not yet complete and jurisdiction will be reserved over 
the proposed transactions relating thereto. 


Due notice of the filing of said application, as 
amended, has been given in the manner prescribed in 
Rule 23 promulgated under the Act (HCAR No. 20548), 
and no hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the record, 
it is hereby found that the applicable standards of the 
Act and the rules thereunder are satisfied, and that no 
adverse findings are necessary; and that it is 
appropriate in the public interest and in the interest of 
investors and consumers that the application, as 
amended, be granted: 


IT iS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application, 
as amended, be, and it hereby is, granted effective 
forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act, 
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PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
Release No. 20592/June 15, 1978 


In the Matter of 


GULF POWER COMPANY 
Pensacola, Florida 


(70-6035) 


ORDER AUTHORIZING ACQUISITION OF UTILITY 
ASSETS BY OPERATING SUBSIDIARY 


Gulf Power Company (‘‘Gulf’’), a wholly-owned 
subsidiary of The Southern Company (“Southern”), a 
registered holding company, has filed an application 
and an amendment thereto with this Commission 
pursuant to Sections 9(a)(1) and 10 of the Public Utility 
Holding Company Act of 1935 (“Act”) regarding the 
following proposed transaction. 


Gulf proposes to purchase from Florida power @® 


Corporation (“Florida”), a corporation organized and 








existing under the laws of the State of Florida, a 
portion of acertain 115 KV transmission line located in 
Bay County, Florida. The affected portion of the 
transmission line, a facility for local distribution of 
electric power, is located beyond the point of 
interconnection of the Gulf and Florida systems and is 
approximately 2.1 miles long. It is stated that Gulf is to 
pay a cash purchase price of $146,090 for such portion 
of the transmission line. The depreciated value of said 
property is stated to be $229,614. 


It is further stated that said purchase will provide Gulf 
with access to a substation built and owned by Gulf 
which is presently connected by tap line to the 
transmission line in essentially the same manner and 
for essentially the same purposes as _ theretofore 
maintained and operated by Florida. 


It stated that no state commission or federal 
commission, other than this Commission, has 
jurisdiction over the proposed acquisition. 


Due notice of the filing of said application, as 
amended, has been given in the manner prescribed in 
Rule 23 promulgated under the Act (HCAR No. 20549) 
and no hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the record, 
it is hereby found that the applicable standards of the 
Act and the rules thereunder are satisfied, and that no 
adverse findings are necessary; and that it is 
appropriate in the public interest and in the interest of 
investors and consumers that the application, as 
amended, be granted: 


IT IS ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said application, 
as amended, be, and it hereby is, granted, effective 
forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





PUBLIC UTILITY HOLDING COMPANY ACT OF 1935 
elease No. 20593/June 15, 1978 





In the Matter of 


MIDDLE SOUTH UTILITIES, INC. 
New Orleans, Louisiana 


(70-6164) 


ORDER AUTHORIZING HOLDING COMPANY TO 
ENTER INTO A REVOLVING CREDIT AGREEMENT 
WITH BANKS 


Middle South Utilities, Inc. (“Middle South”), a 
registered holding company, has filed an application- 
declaration and amendments thereto with this 
Commission pursuant to Sections 6(a) and 7 of the 
Public Utility Holding Company Act of 1935 and Rule 
50(a)(2) promulgated thereunder as applicable to the 
proposed transaction. 


Middle South proposes to enter into a $174.8 million 
revolving credit agreement (‘‘credit agreement’) 
providing for the issuance and sale by Middle South of 
its unsecured short-term promissory notes to a group 
of commercial banks headed by Manufacturers 
Hanover Trust Company (“MHTC”). 


Under the terms of the credit agreement, Middle South 
may borrow and reborrow until June 29, 1979, up to an 
aggregate principal amount of $174.8 million 
outstanding at any one time, to be evidenced by its 
unsecured promissory notes payable on June 29, 1979 
(“notes”). The notes will be issued to the participating 
banks to the extent of their respective participations 
(collectively, the “commitments”) as follows: 


Table appears on page 78 


Each borrowings and each payment by Middle South 
will be pro rata among the participating banks 
according to their respective original commitments, 
with appropriate adjustment for the interest rate 
differentials. 


The notes issued to those banks designated as A 
Banks in the credit agreement will bear interest from 
the date thereof on their unpaid principal amount at a 
rate per annum equal to the commercial loan rate of 
MHTC from time to time in effect on borrowings having 
a 90-day maturity by its most responsible and 
substantial domestic corporate borrowers; and the 
notes issued to those banks designated as B Banks in 
the credit agreement will bear interest from the date 
thereof on their unpaid principal amount at a rate per 
annum equal to 110% of the MHTC rate. Interest on the 
notes will be payable quarterly on the last business day 
of each September, December, March and June, 
commencing September 29, 1978, or upon payment of 
the unpaid principal amount thereof. 


Middle South will agree to pay to each participating 
bank a commitment fee for the period from June 29, 
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Name of Bank 





Manufacturers Hanover Trust Company 


The First National Bank of Chicago 

Bank of America National Trust and 
Savings Association 

Continental Illinois National bank 
and Trust Company of Chicago 

The-First National Eank of Boston 

The Northern Trust Company 

Irving Trust Company 

Morgan Guaranty Trust Company 
of New York 

North Carolina National Bank 

First Pennslyvania Bank, N.A. 

The Fidelity Bank 

Crocker National Bank 

Hartford National Bank and Trust 
Company 


Maximum Principal 
Amount to be 


Designation Borrowed 








$ 49,040,000 
28 , 000,000 


> w 


ies] 


20 , 000,000 


16,000,000 
12,000,000 
8,880,000 
8,880,000 


8,000,000 
8,000,000 
4,000,000 
4,000,000 
4,000,000 


r rPPrrDYr OFT 


4,000,000 


$ 174,800,000 








1978, to and including June 29, 1979 (or any earlier date 
of termination of the commitments) computed at the 
rate of 1/2 of 1% per annum on the average daily 
unused portion of the commitments in effect during 
the period for which payment is made. Such 
commitment fee will be payable to each participating 
bank quarterly on the last business day of each 
September, December, March and June, commencing 
September 29, 1978, and on the date upon which 
Middle South shall terminate the commitments. 


Based upon an MHTC rate of 8% per annum, the 
weighted average interest cost of the proposed 
borrowings to be outstanding from the A Banks, 
assuming balances of 10% on the borrowings from the 
A Banks, would be 8.89% per annum, and the weighted 
average interest cost of the proposed borrowings to be 
outstanding from the B Banks would be 8.80% per 
annum. 


Middle South presently intends to repay the notes out 
of the proceeds of the sale of additional shares of its 
common stock. The notes will be prepayable at any 
time on two business days’ notice in whole or in part 
without premium. Middle South shall have the right at 
any time on three business days’ notice to the 
participating banks to terminate or, from time to time, 
to reduce the comitments, at which time it will prepay 
the notes and accrued interest thereon to the extent 
that the aggregate principal amount thereof then 
exceeds the commitments. 
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The initial borrowing under the credit agreement will be 
used for the payment of short-term notes issued by 
Middle South to MHTC and various commercial banks 
under an existing credit agreement dated as of June 30, 
1977, which borrowings were approved by this 
Commission on June 15, 1977 (HCAR No. 20074). As of 
February 28, 1978, such notes payable amounted to 
$35 million, and it is estimated that at the time the 
initial borrowing is made under the credit agreement 
such notes payable will amount to approximately $87 
million. The proceeds of the borrowings under the 
existing credit agreement were, or will have been, 
utilized by Middle South to purchase, at various times, 
the common stocks of certain of its subsidiary 
companies. 


Subsequent borrowings under the credit agreement 
will be used by Middle South to purchase additional 
common stock of its subsidiaries. The issuance and 
acquisition of such common stock will be the subject 
of separate filings with this Commission by Middle 
South and the appropriate subsidiary, and these filings 
will set forth the purpose or purposes toward which the 
proceeds derived from the sale of such common stock 
will be used. 


It is stated that no special or separate fees, 
commissions or expenses are anticipated in 
connection with the proposed transactions. It is further 
stated that no state commission and no federal 





commission, other than this Commission, has 
jurisdiction over the proposed transaction. 


Due notice of the filing of said application-declaration 
has been given in the manner prescribed in Rule 23 
promulgated under the Act (HCAR No. 20551), and no 
hearing has been requested of or ordered by the 
Commission. Upon the basis of the facts in the record, 
it is hereby found that the applicable standards of the 
Act and the rules thereunder are satisfied and that no 
adverse findings are necessary; and that it is 
appropriate in the public interest and in the interest of 
investors and consumers that said application- 
declaration, as amended, be granted and permitted to 
become effective: 


IT 1S ORDERED, pursuant to the applicable provisions 
of the Act and rules thereunder, that said 
application-declaration, as amended, be, and it hereby 
is, granted and permitted to become effective 
forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act. 


For the Commission, by the Division of Corporate 
Regulation, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 
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INVESTMENT COMPANY ACT OF 1940 
Release No. 10275/June 9, 1978 


In the Matter of 


FEDERATED EXCHANGE FUND, LTD. 
421 Seventh Avenue 
Pittsburgh, Pennsylvania 15219 


(812-4162) 


NOTICE OF FILING OF APPLICATION PURSUANT TO 
SECTION 6(c) OF THE ACT FOR EXEMPTION FROM 
SECTION 19(b) OF THE ACT AND RULE 19b-1 
THEREUNDER. 


NOTICE IS HEREBY GIVEN that Federated Exchange 
Fund, Ltd. (‘Applicant’), registered under the 
Investment Company Act of 1940 (“Act”) as an 
open-end, diversified, management investment com- 
pany, filed an application on July 25, 1977, and 


978, April 27, 1978, and May 16, 1978, for an order of 


> Gira thereto on February 15, 1978, March 3, 





he Commission, pursuant to Section 6(c) of the Act, 


exempting Applicant’s proposed quarterly distribu- 
tions of long-term capital gains from the provisions of 
Section 19(b) of the Act and Rule 19b-1 thereunder. All 
interested persons are referred to the application on 
file with the Commission for a statement of the 
representations contained therein, which are sum- 
marized below. 


Applicant is a limited partnership, formed under the 
Uniform Limited Partnership Act of California. 
According to the application, on September 2, 1976, it 
commenced offering investors holding substantial 
blocks of individual securities an opportunity to 
exchange, without investors incurring federal capital 
gain tax liability at the time of the exchange, such 
securities for limited partnership interests (“Shares”) 
in Applicant, and that such exchanges of individual 
securities for Shares occurred on January 1, 1977. Asa 
result of an amendment to the Internal Revenue Code 
of 1954, contained in the Tax Reform Act of 1976, any 
future exchanges of securities for Shares would result 
in investors recognizing gain or loss realized on the 
exchange for federal income tax purposes. Thus, 
Applicant states that it has no intention to issue 
additional Shares. 


The application describes Applicant’s investment 
objective as long-term growth of capital and of income. 
Applicant states that Exchange Fund Research Corp. 
serves as its investment adviser and, according to the 
application, is entitled to receive for its services an 
annual investment advisory fee equal to 0.55% of 
Applicant’s average net assets, plus 4.5% of its gross 
income (excluding any capital gains or losses). 


Applicant states that substantially all of its net 
investment income (including realized short-term 
capital gains, if any) will be distributed to shareholders 
quarterly, in January, April, July and October and, in 
addition, that it proposes to distribute to shareholders 
40 percent of each quarter’s net long-term capital gains 
with such quarterly distributions of net investment 
income. According to the application, any additional 
distribution of realized long-term capital gains will be 
made, at the discretion of Applicant’s Managing 
General Partners, not more often than once every 12 
months. Applicant further states that each quarterly 
distribution will be accompanied by a statement of 
partnership long-term capital gains and losses, and net 
investment income for that quarter. 


Section 19(b) of the Act provides, in part, that it shall 
be unlawful in contravention of such rules, regulations 
or orders as the Commission may prescribe for any 
registered investment company to distribute long-term 
capital gains, as defined in the Internal Revenue Code 
of 1954 (“Code”), more frequently than once every 
twelve months. Rule 19b-1 promulgated under the Act 
provides, in part, that (1) no company which is a 
"regulated investment company” as defined in Section 
851 of the Code shall distribute more than one capital 
gain dividend, as defined in Section 852(b)(3)(c) of the 
Code, with respect to any one taxable year of such 
company, and (2) no company which is not such a 
“regulated investment company” shall make more than 
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one distribution of long-term capital gain, as defined in 
the Code, in any one taxable year of the company. 


Section 6(c) of the Act provides, in part, that the 
Commission may, by order upon application, 
conditionally or unconditionally exempt any person, 
security, or transaction, or any class or classes of 
persons, securities, or transactions from any provision 
or provisions of the Act, or the rules or regulations 
thereunder, if and to the extent that such exemption is 
necessary or appropriate in the public interest and 
consistent with the protection of investors and the 
purposes fairly intended by the policy and provisions 
of the Act. Applicant seeks an exemption from the 
provisions of Section 19(b) and Rule 19b-1 in order that 
it may make quarterly distributions of long-term capital 
gains in the manner described above. 


Applicant submits that the Code requires an individual 
who is a citizen or resident of the United States to file 
quarterly a declaration of estimated tax, and make 
payment of such estimated tax on a quarterly basis, if 
his extimated tax exceeds his withholding by $100 or 
more and if he can reasonably expect to receive more 
than $500 of gross income from sources other than 
wages subject to withholding. 


Applicant states that it has 545 shareholders, with an 
average account size of $138,287, each of whom 
invested a minimum of $25,000. Accordingly, 
Applicant believes that most, if not all, of its 
shareholders will be subject to the aforementioned 
quarterly estimated tax payment requirements, and 
submits that, because it is a partnership, long-term 
capital gains realized by it, whether distrubuted or not, 
are attributed to its partners. It concludes that, if such 
gains are not distributed, its shareholders may be 
placed in the disadvantageous position of having to 
fund the portion of their quarterly estimated tax 
payments attributable to their allocable shares of 
Applicant’s long-term capital gains from other income 
sources. 


Applicant states that it has determined that the amount 
of realized net long-term capital gains it proposes to 
distribute quarterly constitutes a reasonable approxi- 
mation of the aggregate of the average shareholder’s 
tax liability which would result from the inclusion in 
such shareholder’s gross income of long-term capital 
gains realized by Applicant during each calendar 
quarter. Applicant submits that, because realized 
long-term capital gains will be distributed along with 
its distribution of net investment income, there will be 
no significant additional costs associated with its 
proposed quarterly distributions of long-term capital 
gains. 


Applicant submits that the prohibition of more 
frequent than annual long-term capital gains 
distributions was intended to relieve managers of 
investment companies from pressure to realize capital 
gains on a regular basis, and to prevent the promotion 
of sales of investment company shares on the basis of 
the frequency of capital gains distributions. Applicant 
states that neigher of these concerns is applicable to it 
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because: (1) its portfolio includes securities whose 
values are considerably above their tax bases; (2) the 
premature realization of capital gains would be 
counterproductive to the reason investors, in part, 
chose to purchase shares of Applicant; and (3) as 
noted above, in part because of an amendment to the 
Code, Applicant does not intend to issue additional 
Shares. Therefore, Applicant submits that the 
exemption it requests is appropriate in the public 
interest and consistent with the protection of investors 
and the purposes of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 3, 1978, at 5:30 p.m., 
submit to the Commission in writing a request for a 
hearing on the application accompanied by a statement 
as to the nature of his interest, the reasons for such 
request, and the issues, if any, of fact or law proposed 
to be controverted, or he may request that he be 
notified if the Commission shall order a hearing 
thereon. Any such communication should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request shall be served personally or by mail upon 
Applicant at the address stated above. Proof of such 
service (by affidavit or, in the case of an 
attorney-at-law, by certificate) shall be filed 
contemporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promulgated 
under the Act, an order disposing of the application 
herein will be issued as of course following said date 
unless the Commission thereafter orders a hearing 
upon request or upon the Commission’s own motion. 
Persons who request a hearing, or advice as to whether 
a hearing is ordered, will receive any notices and orders 
issued in this matter, including the date of the hearing 
(if ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10276/June 14, 1978 


In the Matter of 


IVY FUND, INC. 
28 State Street 
Boston, Massachusetts 02109 





FURMAN SELZ MAGER DIETZ & BIRNEY INC. 
110 Wall Street 
New York, New York 10005 


and 


GRANTHAM, MAYO, VAN OTTERLOO & CO., INC. 
60 Batterymarch Street 
Boston, Massachusetts 02110 


(812-4311) 


NOTICE OF FILING OF APPLICATION PURSUANT TO 
SECTION 6(c) OF THE ACT FOR TEMPORARY 
EXEMPTION FROM PROVISIONS OF SECTION 15(a) 
OF THE ACT. 


NOTICE IS HEREBY GIVEN that Ivy Fund, Inc. 
(“Fund”), an open-end, diversified, management 
investment company registered under the Investment 
Company Act of 1940 (“Act”), Furman Selz Mager Dietz 
& Birney Inc. (“Furman Selz”), and Grantham, Mayo, 
Van Otterloo & Co., Inc. (“Grantham Mayo”), both 
registered investment advisers under the Investment 
Advisers Act of 1940 (the Fund, Furman Selz and 
Grantham Mayo hereinafter referred to collectively as, 
“Applicants”) filed an application on May 16, 1978, and 
an amendment thereto on May 31, 1978, pursuant to 
Section 6(c) of the Act, for an order of the 
Commission, temporarily exempting Applicants from 
the provisions of Section 15(a) of the Act to permit 
Furman Selz and Grantham Mayo to render investment 
advisory services to the Fund prior to the shareholders 
of the Fund approving formal investment advisory 
contracts with Furman Selz and Grantham Mayo, All 
interested persons are referred to the application on 
file with the Commission for a statement of the 
representations contained therein, which are 
summarized below. 


Applicants represent that during the summer and fall of 
1977 the Board of Directors of the Fund determined 
that the Fund was at a serious disadvantage, as a 
mutual fund that is internally managed, in having only 
one investment adviser when compared to larger 
mutual fund complexes having a broad range of 
investment research to serve the different funds within 
the group, and that having more than one investment 
adviser would provide the Fund with a broader range of 
research and investment recommendations which 
would benefit the Fund and its shareholders through 
improved performance in varying market conditions. In 
addition, Applicants represent that the Fund’s 
Directors believed that the Fund should attempt to 
reduce the fees payable to its investment adviser. 
Thus, the Fund informed its then existing investment 
adviser, Standish, Ayer & Wood, Inc. (“Standish Ayer”) 
in November, 1977, of its intent to seek a 
co-investment adviser, and requested that Standish 
Ayer notify the Fund by the end of 1977 if this would 
present a problem to Standish Ayer. Applicants state 
that nothing was heard from Standish Ayer regarding 
this matter until February 1978, when Standish Ayer 
requested certain information regarding the candidates 
that the Directors of the Fund were considering for 
co-investment adviser. 


The Directors of the Fund interpreted the above request 
by Standish Ayer as indicating that Standish Ayer 
might be uncomfortable with whatever choice the 
Directors might make to act as the Fund’s 
co-investment adviser. Applicants state that, given 
Standish Ayer’s reaction to the Fund’s proposal to 
appoint a co-investment adviser, the Directors of the 
Fund feared that Standish Ayer might give notice to the 
Fund terminating its investment advisory contract with 
the Fund upon the Directors’ selection of a second 
investment adviser; and even if Standish Ayer initially 
agreed to continue as an investment adviser to the 
Fund under the new dual advisory arrangement, the 
Directors of the Fund were not certain that Standish 
Ayer might not subsequently terminate its investment 
advisory contract with the Fund should it become 
dissatisfied with the dual advisory arrangement. 
Applicants represent that for these reasons the Board 
of Directors of the Fund determined unanimously not 
to renew the Fund’s investment advisory contract 
beyond its expiration date of April 15, 1978. 
Accordingly, the Board of Directors of the Fund gave 
notice to Standish Ayer on February 17, 1978, of its 
unanimous decision not to renew the Fund’s 
investment advisory contract with Standish Ayer 
beyond April 15, 1978. 


Applicants state that the Baord of Directors of the 
Fund after deciding not to renew the Fund’s investment 
advisory contract with Standish Ayer immediately took 
action to attempt to find satisfactory investment 
advisers that would be willing to serve the Fund in a 
dual advisory arrangement, and after interviewing a 
number of qualified candidates the Board of Directors 
of the Fund determined that it was in the best interests 
of the Fund and its shareholders to employ Furman 
Selz and Grantham Mayo as investment adviser and 
investment counsel for the Fund, respectively. Thus, 
on March 10, 1978, the Board of Directors of the Fund 
voted, among other things, to (1) employ Furman Selz 
to provide investment advisory services to the Fund 
pursuant to a written contract commencing April 15, 
1978; (2) approve a formal investment advisory contract 
between the Fund and Furman Selz (“Advisory 
Contract”); (3) approve the appointment by Furman 
Selz of Grantham Mayo to serve as investment counsel 
for the Fund pursuant to a written contract 
commencing April 15, 1978; (4) approve a formal 
investment counsel contract between Furman Selz and 
Grantham Mayo whereby Grantham Mayo will serve as 
investment counsel for the Fund (“Investment Counsel 
Contract”); and (5) call a special meeting of the 
shareholders of the Fund for the purpose of seeking 
the approval of a majority of the Fund’s shareholders of 
the Advisory Contract and Investment Counsel 
Contract described herein. Applicants further state that 
this special meeting of the Fund’s shareholders, 
originally set for June 29, 1978, is presently scheduled 
for July 7, 1978. 


The Advisory Contract between the Fund and Furman 
Selz provides that the Fund will pay to Furman Selz for 
advisory services rendered the Fund during the period 
from April 15, 1978, to the date of the above special 
meeting of the Fund’s shareholders, the lesser of 
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Furman Selz’s costs of providing such services (which 
may include, but shall not exceed the compensation to 
be paid by Furman Selz to Grantham Mayo pursuant to 
the Investment Counsel Contract) reduced by 50% of 
the compensation retained by Furman Selz for 
effecting Fund portfolio transactions during such 
period, or a fee equal to 3/8 of 1% per annum of the 
Fund’s average net assets in such period prorated for 
the period reduced by 50% of the compensation 
retained by Furman Selz for effecting Fund portfolio 
transactions during such period. The Advisory 
Contract further provides that in the event the 
shareholders of the Fund approve such Advisory 
Contract the Fund will pay to Furman Selz for that part 
of the period prior to shareholder approval which 
follows the obtaining of the Commission order of 
exemption requested in the Application, the amount by 
which the aforesaid percentage fee exceeds Furman 
Selz’s costs, if such retroactive payment is specifically 
approved by a majority of the Fund’s shareholders and 
the order of the Commission requested herein is 
granted. The Investment Counsel Contract between 
Furman Selz and Grantham Mayo provides that Furman 
Selz will.pay to Grantham Mayo for investment counsel 
services rendered by Grantham Mayo for the Fund 
during the period from April 15, 1978, to the date of the 
above special shareholder's meeting, the lesser of 
Grantham Mayo’s costs of providing such services or a 
fee equal to 3/8 of 1% per annum of the Fund’s average 
net assets in such period prorated for the period. The 
Investment Counsel Contract further provides that 
Furman Selz will pay to Grantham Mayo for that part of 
the period prior to shareholder approval which follows 
the obtaining of the Commission order of exemption 
requested in the Application, the amount by which the 
aforesaid percentage fee exceeds Grantham Mayo’s 
costs, if such retroactive payment is specifically 
approved by a majority of the Fund’s shareholders and 
the order of the Commission requested herein is 
granted. 


Section 15(a) of the Act provides, among other things, 
that it shall be unlawful for any person to serve or act 
as an investment adviser of a registered investment 
company except pursuant to a written contract which 
has been approved by the vote of a majority of the 
outstanding voting securities of such registered 
investment company. Section 2(a)(20) of the Act, in 
pertinent part, defines the term “investment adviser of 
an investment company” to include any person who, 
pursuant to contract, regularly furnishes advice to an 
investment company with respect to the desirability of 
investing in, purchasing or selling securities, or is 
empowered to determine what securities shall be 
purchased or sold. 


Applicants seek an order of the Commission, pursuant 
to Section 6(c) of the Act, temporarily exempting 
Applicants from the provisions of Section 15(a) of the 
Act to permit: 


(1) the Fund to employ Furman Selz as the 
Fund’s investment adviser prior to consider- 
ation by the Fund’s shareholders of whether 
to approve the Advisory Contract, 
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(2) the Fund to pay retroactively from the 
date of issuance of the exemptive order of 
the Commission requested herein until the 
date of the above special meeting of the 
Fund’s shareholders presently scheduled 
for July 7, 1978, to Furman Selz the amount 
by which the percentage fee specified in the 
Advisory Contract exceeds Furman Selz’s 
costs of providing advisory services to the 
Fund, if the Fund’s shareholders specifi- 
cally approve such Advisory Contract and 
the retroactive payment provisions 
contained therein, 


(3) Furman Selz to employ Grantham 
Mayo to serve as investment counsel for the 
Fund prior to consideration by the Fund’s 
shareholders of whether to approve the 
Investment Counsel Contract, and 


(4) Furman Selz to pay retroactively from 
the date of issuance of the exemptive order 
of the Commission requested herein to the 
date of the above special meeting of the 
Fund’s shareholders presently shceduled 
for July 7, 1978, to Grantham Mayo the 
amount by which the percentage fee 
specified in the Investment Counsel 
Contract exceeds Grantham Mayo’s costs of 
providing investment counsel services for 
the Fund, if the Fund’s shareholders 
specifically approve such Investment 
Counsel Contract and the retroactive 
payment provisions contained therein. 


Section 6(c) of the Act provides in pertinent part that 
the Commission, by order upon application, may 
conditionally or unconditionally exempt any person, 
security, or transaction, or any class or classes of 
persons, securities, or transactions from any provision 
of the Act or from any rule or regulation under the Act if 
and to the extent such exemption is necessary or 
appropriate in the public interest and consistent with 
the protection of investors and the purposes fairly 
intended by the policy and provisions of the Act. 


Applicants argue that granting of the requested 
temporary exemption from the provisions of Section 
15(a) of the Act in order to remove any question as to 
the lawfulness of the action of the Board of Directors of 
the Fund in employing Furman Selz and Grantham 
Mayo to act as investment adviser and investment 
counsel, respectively, for the Fund on a cost basis 
prior to approval by the Fund’s shareholders of formal 
investment advisory contracts with them is appropriate 
in the public interest and consistent with the 
protection of investors and the purposes fully intended 
by the policy and provisions of the Act. Applicants 
point to the fact that Section 15(a)(3) of the Act 
specifically gives boards of directors of investment 
companies the power to terminate investment advisory 





contracts of which their companies are a party in 
appropirate circumstances. Applicants also point to 
the fact that Section 15(c) of the Act imposes on those 
members of boards of directors of investment 
companies who are not interested persons, as that 
term is defined in Section 2(a)(19) of the Act, of any 
party to an investment advisory contract of which their 
companies are a party the specific obligation and 
responsibility to monitor the level of services rendered 
to their companies under investment advisory 
contracts. Applicants state that where the Directors of 
the Fund have taken action to fulfill and implement 
their responsibilities under Section 15(c) of the Act 
they should not be subject to challenge for taking such 
action. Applicants further argue that the compensation 
payable to Furman Selz and Grantham Mayo under the 
terms of the Advisory Contract and Investment Counsel 
Contract prior to shareholder approval of those 
contracts is reasonable and fair; and that Furman Selz 
and Grantham Mayo should not be penalized because 
the Directors of the Fund were unable to present the 
Advisory Contract and Investment Counsel Contract to 
the Fund’s shareholders for their consideration before 
the Fund’s investment advisory contract with Standish 
Ayer expired. 


NOTICE IS FURTHER GIVEN that any interested 
person may, not later than July 6, 1978, at 5:30 p.m., 
submit to the Commission in writing a request for a 
hearing on the application accompanied by a statement 
as to the nature of his interest, the reasons for such 
request, and the issues, if any, of fact or law proposed 
to be controverted, or he may request that he be 
notified if the Commission shall order a hearing 
thereon. Any such communication should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request shall be served personally or by mail upon 
Applicants at the addresses stated above. Proof of 
such service (by affidavit or, in the case of an 
attorney-at-law by certificate) shall be filed 
contemporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promulgated 
under the Act, an order disposing of the application 
herein will be issued as of course following said date 
unless the Commission thereafter orders a hearing 
upon request or upon the Commission’s own motion. 
Persons who request a hearing, or advice as to whether 
a hearing is ordered, will receive any notices and orders 
issued in this matter, including the date of the hearing 
(if ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








INVESTMENT COMPANY ACT OF 1940 
Release No. 10277/June 14, 1978 


In the Matter of 


MUTUAL INVESTING FOUNDATION 
and 


HERITAGE SECURITIES, INC. 
One Nationwide Plaza 
Columbus, Ohio 43216 


(812-4182) 


NOTICE OF FILING OF APPLICATION PURSUANT TO 
SECTION 6(c) OF THE ACT FOR AN ORDER 
EXEMPTING PROPOSED TRANSACTIONS FROM 
SECTION 22(d) OF THE ACT. 


NOTICE IS HEREBY GIVEN that Mutual Investing 
Foundation (“Mutual”), registered under the Invest- 
ment Company Act of 1940 (the “Act”) as a diversified, 
open-end management investment company, and 
Heritage Securities, Inc. (‘‘Heritage’’), Mutual’s 
principal underwriter and investment adviser (collec- 
tively referred to as “Applicants”), filed an application 
on September 1, 1977, and an amendment thereto on 
June 13, 1978, pursuant to Section 6(c) of the Act, for 
an order of the Commission exempting from Section 
22(d) of the Act a proposed plan whereby recipients of 
amounts payable under certain insurance contracts 
may apply such proceeds towards the purchase of 
shares of Mutual at reduced sales charges. All 
interested persons are referred to the application on 
file with the Commission for a statement of the 
representations contained therein, which are 
summarized below. 


Applicants assert that Mutual issues shares of two 
funds, MIF Fund and MIF Growth Fund. According to 
the application, Mutual is currently offereing shares of 
MIF Fund and MIF Growth Fund to the public at net 
asset value plus a sales charge. Applicants submit that 
such sales charge is 7 1/2% of the offering price on 
purchases of less than $2,500 and is reduced on larger 
purchases. 


Applicants state that Heritage is a wholly owned 
subsidiary of Nationwide Corporation, a downstream 
holding company owning four of the insurance 
companies of the Nationwide Group of companies, 
such group consisting of the following companies: 
Nationwide Life Insurance Company, Pacific Life 
Insurance Company, Michigan Life Insurance 
Company, Gulf Atlantic Life Insurance Company, West 
Coast Life Insurance Company, National Casualty 
Company, Nationwide Mutual Insurance Company, 
Nationwide Mutual Fire Insurance Company and 
Nationwide General Insurance Company. 


According to the application, Heritage’s entire sales 


force is comprised of licensed insurance agents of the 
Nationwide Group of Companies. 
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Applicants propose to implement a reduced purchase 
price privilege (‘‘Purchase Privilege’), whereby 
recipients of amounts payable under insurance and 
annuity contracts issued by any of the Nationwide 
Group of Companies would be permitted to apply such 
amounts received by them towards the purchase of 
shares of Mutual at a reduced sales load equal to 
one-half the sales load listed in the then current Mutual 
prospectus. Under Applicant’s proposal, the Purchase 
Privilege (1) must be exercised within 60 days of the 
receipt of the benefit check, (2) will apply to both group 
and individual policies, and (3) will be limited to the 
following types of insurance and annuity contracts 
issued by the Nationwide Group of Companies: life 
insurance policies, guaranteed interest deferred or 
immediate annuity contracts, property and casualty 
insurance policies, accident and health insurance 
policies, disability income protection policies and 
liability insurance coverage (collectively referred to as 
“Contracts”). Applicants represent that the Contracts 
are not registered securities of an open-end investment 
company or a unit investment trust. 


Applicants further represent that in the case of any 
insured or beneficiary receiving insurance proceeds in 
the form of periodic installment payments, such as life 
insurance settlement options, annuity contracts, 
disability income policies or similar installment 
arrangements, each installment will be treated as a 
separate receipt of insurance proceeds for purposes of 
the Purchase Privilege. 


Section 22(d) of the Act provides, in part, that no 
registered investment company or principal under- 
writer therefor shall sell any redeemable security 
issued by such company to any person except at a 
current public offering price described in the 
prospectus. Accordingly, Applicants request that 
purchases made pursuant to the Purchase Privilege be 
exempted from the provisions of Section 22(d) of the 
Act. 


Applicants assert that the proposed exemption 
presents no significant threat to the orderly 
distribution of redeemable investment company 
securities since it will not result in the creation of a 
secondary market. 


They further assert that because of the affiliation 
between Heritage and the Nationwide Group of 
Companies, proceeds to be applied under the Purchase 
Privilege should be viewed as a conversion of money 
from one medium to another, both within the 
Nationwide family of related insurance and equity 
products. Applicants submit that since the premiums 
paid on the Contracts constituting the source of the 
proceeds to be applied under the Purchase Privilege 
will already have been subjected to a full sales charge, 
the proposed exemption would not result in unfair 
discrimination and is in fact necessary to avoid 
inequitable duplication of sales charges. 


Moreover, Applicants assert that a full sales load is not 
warranted in the circumstances to which the proposed 
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Purchase Privilege would be applicable since, by 
reason of the customer-agent relationship developed 
and maintained by the Nationwide Insurance salesmang@i 
with their insurance clients, less solicitation effort i 

required for sales which qualify for the Purchase 
Privilege than for sales made to new prospects. In the 
case of death proceeds and cash value of life insurance 
policies, Applicants submit that there is an additional 
reduction in sales effort: in those cases there is no 
separate or special solicitation since the benefit 
checks are personally delivered to the insured or 
beneficiary by a Nationwide insurance agent. 
Applicants also argue that the rationale of reduced 
sales expense where fund shares are purchased with 
group insurance proceeds is similar to that in the case 
of individual insurance policies since in most group 
contract situations there is still some direct contact 
between the individual participant and the agent. 


Section 6(c) of the Act provides that the Commission, 
by order upon application, may conditionally or 
unconditionally exempt any person, security, or 
transaction, or any class or classes of persons, 
securities or transactions from any provision of the 
Act, if and to the extent that such exemption is 
necessary or appropriate in the public interest and 
consistent with th protection of investors and the 
purposes fairly intended by the policy and provisions 
of the Act. 


NOTICE IS FURTHER GIVEN that any interested 
person may,not later than July 10, 1978, at 5:30 p.m., 
submit to the Commission in writing a request for @ 






hearing on the matter accompanied by a statement a 
to the nature of his interest, the reason for such 
request, and the issues, if any, of fact or law proposed 
to be controverted, or he may request that he be 
notified if the Commission shall order a hearing 
thereon. Any suci. communication should be 
addressed: Secretary, Securities and Exchange 
Commission, Washington, D.C. 20549. A copy of such 
request shall be served personally or by mail upon 
Applicaits at the address stated above. Proof of such 
service (by affidavit or, in the case of an 
attorney-at-law, by certificate) shall be filed 
contemporaneously with the request. As provided by 
Rule 0-5 of the Rules and Regulations promulgated 
under the Act, an order disposing of the application 
will be issued as of course following said date unless 
the Commission thereafter orders a hearing upon 
request or upon the Commission’s own motion. 
Persons who request a hearing, or advice as to whether 
a hearing is ordered, will receive any notices and orders 
issued in this matter, including the date of the hearing 
(if ordered) and any postponements thereof. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








INVESTMENT COMPANY ACT OF 1940 
Release No. 10278/June 15, 1978 


) e the Matter of 


FARM BUREAU MUTUAL FUND, INC. 
225 Touhy Avenue 
Park Ridge, Illinois 60068 


(811-1313) 


ORDER PURSUANT TO SECTION 8(f) OF THE ACT 
DECLARING THAT APPLICANT HAS CEASED TO BE 
AN INVESTMENT COMPANY 


On May 19, 1978, a notice was issued (investment 
Company Act Release No. 10249) of an application 
filed on March 30, 1978, by Farm Bureau Mutual Fund, 
Inc. (“Applicant”), an open-end diversified manage- 
ment investment company registered under the 
Investment Company Act of 1940 (“Act”), for an order 
of the Commission declaring that Applicant has ceased 
to be an investment company as defined in the Act. 


The notice gave interested persons an opportunity to 
request a hearing and stated that an order disposing of 
the application would be issued as of course unless & 
hearing should be ordered. No request for a hearing 
has been filed and the Commission has not ordered a 
hearing. 


The matter has been considered, and it is found that 


pplicant has ceased to be an investment company. 
ccordingly, 


IT iS ORDERED, pursuant to Section 8(f) of the Act, 
that the registration of Farm Bureau Mutual Fund, Inc., 
under the Act shall forthwith cease to be in effect. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 





INVESTMENT COMPANY ACT OF 1940 
Release No. 10279/June 15, 1978 


In the Matter of 

BUILDERS RESOURCES CORPORATION 
431 North Frederick Avenue 

Suite 207 

Gaithersburg, Maryland 20760 


12-2382) 


ORDER RESCINDING PRIOR ORDER EXEMPTING 
APPLIANT FROM ALL PROVISIONS OF THE ACT. 


Builders Resources Corporatiofi (“Applicant’’), a 
Delaware corporation, filed amendments on September 
29, 1977, November 2, 1977, and April 27, 1978, to its 
application dated September 5, 1968, requesting an 
order of the Commission rescinding a prior 
Commission order (‘‘1969 Order’) (Investment 
Company Act Release No. 5654 issued on April 17, 
1969) which, pursuant to Section 6(c) of the Investment 
Company Act of 1940 (“Act”), conditionally exempted 
Applicant from all provisions of the Act. 


On May 18, 1978, a notice (Investment Company Act 
Release No. 10248) was issued of the filing of the 
amendments to said application. The notice gave 
interested persons an opportunity to request a hearing 
and stated that an order disposing of the application 
would be issued as of course unless a hearing should 
be ordered. No request for a hearing has been filed, 
and the Commission has not ordered a hearing. 


The matter has been considered, and it is found that 
rescission of the 1969 Order is appropriate in the public 
interest, and consistent with the protection of 
investors and the purposes fairly intended by the policy 
and provisions of the Act. Accordingly, 


IT IS ORDERED that the 1969 Order conditionally 
exempting Applicant from all provisions of the Act be, 
and hereby is, rescinded, effective forthwith. 


For the Commission, by the Division of Investment 
Management, pursuant to delegated authority. 


George A. Fitzsimmons 
Secretary 








LITIGATION 





Litigation Release No. 8429/June 9, 1978 


SEC v. DIMENSIONAL ENTERTAINMENT 
CORPORATION 
77 Civ. 5290 (CHT) 


William D. Moran, Regional Administrator of the New 
York Regional Office, announced that on May 5, 1978, 
May 8, 1978, and May 11, 1978, respectively, the 
Honorable Charles H. Tenney of the United States 
District Court for the Southern District of New York 
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signed final judgments of permanent injunction 
against Susan E. Smith (“Smith”), Michael D. Yordon 
(‘‘Yordon’’), and Lee Newman (‘‘Newman’’). The 
judgments enjoin Smith, Yordon, and Newman from 
further violations of Sections 5 and 17(a) of the 
Securities Act of 1933, Section 10(b) of the Securities 
Exchange Act of 1934, and Rule 10b-5 thereunder. 


The complaint, which was filed on October 31, 1977, 
alleges that Smith, Yordon, Newman and twelve other 
defendants participated in an illegal distribution of, 
and a manipulation of the trading market for, the 
common stock of Dimensional Entertainment 
Corporation. (See Litigation Release No. 8198). Smith, 
Yordon and Newman consented to the entry of the 
injunctions without admitting or denying the 
allegations of the Commission’s complaint. 





Litigation Release No. 8430/June 9, 1978 


U.S. v. GEORGE A. MILANO 
(U.S.D.C. E.D. Va., Crimina! No. 78-28-A) 


William B. Cummings, United States Attorney for the 
Eastern District of Virginia, Paul F. Leonard, 
Administrator of the Washington Regional Office of the 
Securities and Exchange Commission, and Robert H. 
Davenport, Administrator of the Commission’s Denver 
Regional Office, announced that on May 26, 1978, the 
Honorable Richard B. Kellam, United States District 
Judge for the Eastern District of Virginia, deferred 
sentencing of George A. Milano, of Scottsdale, 
Arizona, and placed him on supervised probation for 
one year. On March 9, 1978, Milano entered a plea of 
guilty to a criminal information charging violation of 
the registration provisions of the Securities Act of 1933 
through use of the mails in delivery after sale of 
securities of Trade Passport Corporation (TPC) as to 
which no registraion statements were in effect with the 
Commission. These TPC securities included promis- 
sory notes; royalty rights from sales of passport cards 
allowing discounts on cash purchases from 
participating merchants; and common stock and 
options to purchase common stock of TPC, a Delaware 
corporation, and TPC affiliates in several states. 
Milano had been indicted on February 6, 1978, for 5 
counts of mail fraud and 2 counts of securities fraud in 
connection with offer and sale of TPC securities. 


For further information, see Litigation Releases No. 
8292, 8334. 





Litigation Release No. 8431/June 9, 1978 


U.S. v. RICHARD P. CURRAN, et al. 
(USDC ARIZ. CR-76-323) 


Michael D. Hawkins, United States Attorney for the 
District of Arizona, and Robert H. Davenport, 
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Administrator of the Denver Regional Office of the 
Securities and Exchange Commission, today 
announced that on May 6, 1978, a federal jury in San 
Diego, California (United States District Court for the 
Southern District of California) returned guilty verdicts 
against Marciano Anthony Rivera, Jr., Scottsdale, 
Arizona; Carl Richard Tamuty, Cave Creek, Arizona; 
Jaime Matlick Farris, aka J. Kelly Farris, San 
Francisco, California; and Marcus Theodore Baumann, 
Phoenix, Arizona in connection with the purchase and 

sale of various interests in land contracts offered for 

sale and sold by Cochise College Park, Inc. Defendants 
Rivera and Tamuty were convicted of several counts of 

mail fraud while defendants Baumann and Farris were 
convicted of several counts of securities fraud. 


For further information see Litigation Release Nos. 
5315, 5399, 5427, 5445, 7571, 8064 and 8154. 





Litigation Release No. 8432/June 13, 1978 


UNITED STATES v. GLENN T. ARBUCKLE 
(USDA SD TEX - CR NO. H-77-96) 





Richard M. Hewitt, Administrator of the Fort Worth 
Regional Office of the Securities and Exchange 
Commission, and Daniel R. Kirshbaum, Assistant 
Regional Administrator of the Commission’s Houston 
Branch Office, today announced that on June 2, 1978, 
Federal District Judge Finis E. Cowan at Houston, & 
Texas, accepted a plea of nolo contendere from Glenn 
T. Arbuckle, San Antonio, Texas, and found Arbuckle 
guilty of one count of a fifteen count indictment 
charging Arbuckle with securities and mail fraud in 
connection with the offer and sale of fractional 
undivided working interests in Texas, Louisiana and 
Arkansas oil and gas leases issued by Gulfport Oil and 
Gas Corporation, Houston, Texas. 


Count One of the indictment charged Arbuckle with 
using a scheme and artifice to defraud involving long 
distance telephone sales to investors throughout the 
United States of interests in oil and gas leases issued 
by Gulfport Oil and Gas Corporation, Houston, Texas. 


Judge Cowan sentenced Arbuckle to three years of 
supervised probation. 


The government then dismissed Counts Two through 
Fifteen of the indictment returned on September 27, 
1977, by a Houston federal grand jury charging the 
defendant with fourteen counts of mail fraud. The 
scheme charged in the indictment involved the use of 
the mails and high pressure long distance telephone 
sales presentations containing numerous false and 
misleading representations and omissions of material 
facts concerning, among other things, the risk involved 
in such investments, the use of the proceeds obtained 
from the investors, the financial condition of the 
Gulfport Oil and Gas Corporation and the existence of ! 
special handling and accounts for the monies obtaine 









from investors for the drilling of Gulfport oil and gas 
wells. 


For further information see Litigation Release Nos. 
8141, 7871, 7834 and 7807. 





Litigation Release No. 8433/June 13, 1978 


SEC v. PHARMACO, INC., et al 
(N.D. Ill. Civil No. 78 C 1667) 


William D. Goldsberry, Administrator of the Chicago 
Regional Office of the Securities and Exchange 
Commission, announced that on May 30, 1978, 
Pharmaco, Inc. (Pharmaco), Roger R. Larson (Larson), 
Jeremiah O’Connor, and Clifford Moody, without 
admitting or denying the allegations of the 
Commission’s Complaint, consented to Final Orders of 
Permanent Injunction from violation of the registration 
and anti-fraud provisions of federal securities laws. 
The orders were issued by Judge Stanley J. 
Roszkowski, U.S. District Court Judge for the Northern 
District of Illinois. Judge Roszkowski also ordered 
Larson, Chairman of the Board of Pharmaco, to provide 
an accounting of all funds received from the sale of his 
personally-owned Pharmaco stock. 


The Complaint, filed on April 27, 1978, alleged that 
Larson, O’Connor, and Moody had sold unregistered 
Pharmaco common stock to residents of twelve states 
and that in the course of such sales, misrepresenta- 
tions and omissions to state material facts were made 
to investors regarding the use of proceeds derived from 
the sale of Pharmaco stock, the ownership of 
Pharmaco stock, and the book value of Pharmaco 
stock. It was further alleged that stock was sold to 
investors without their being informed about 
Pharmaco’s history of substantial losses. 





Litigation Release No. 8434/June 13, 1978 


UNITED STATES v. DONALD D. GARDNER 
(W.D./La., Shreveport Div.) 
(Cr. Action File No. 78-50036-01) 


Richard M. Hewitt, Administrator of the Fort Worth 
Regional Office of the Securities and Exchange 
Commission, and Edward L. Shaheen, United States 
Attorney for the Western District of Louisiana, today 
jointly announced that on June 2, 1978, Federal District 
Judge Tom Stagg at Shreveport, Louisiana, found 
Donald D. Gardner, Shreveport, guilty of securities 
fraud following his plea of guilty to one count of a 
four-count criminal indictment. 


’ The indictment returned by the grand jury on March 24, 
978, alleged that Gardner, from February, 1976, to 


September, 1976, offered and sold securities in five 
Louisiana oil and gas wells raising in excess of 
$171,000. The indictment further alleged that this 
money was raised through fraudulent omissions and 
misrepresentations of material facts and that a 
substantial amount of the funds raised from investors 
was converted to the personal use and benefit of 
Gardner. 


Judge Stagg set sentencing for Friday, July 7, 1978. 





Litigation Release No. 8435/June 13, 1978 


S.E.C. v. MEDIC-HOME ENTERPRISES, INC., et al. 
Civil Action No. 75-6227 (S.D.N.Y.) 


The Securities and Exchange Commission (“Commis- 
sion”) announced that on June 8, 1978, Federal District 
Court Judge Lawrence W. Pierce signed Orders against 
Bernard Bergman (“B. Bergman”), Stanley Bergman 
(“S. Bergman”) and Amram Kass (“Kass”), the 
remaining defendants in the above-entitled action. The 
defendants consented to the entry of the Orders 
without admitting or denying the allegations of the 
Commission’s Complaint. 


The Order entered against B. Bergman, former 
chairman of Medic-Home, permanently enjoins him 
from violating the antifraud, proxy, reporting and 
tender-offer provisions of the Federal securities laws. 
Pursuant to the Order, which incorporates the 
provisions of certain undertakings by B. Bergman, B. 
Bergman is required to vote for the election of two 
independent directors appointed and thereafter to be 
nominated for additional terms by Medic-Home 
pursuant to the terms of the Commission’s settlement 
with the company (“the Medic-Home settlement”) and 
to cooperate with the Special Counsel who is, in 
accordance with thé Medic-Home settlement, 
conducting an investigation into certain transactions. 


The Order establishes procedures by which 
Medic-Home can dispose of claims against B. 
Bergman for all or part of the $143,600 which, 
according to the Commission’s allegations, B. 
Bergman improperly diverted from Medic-Home. The 
Order also establishes a procedure whereby the Special 
Counsel, Medic-Home or the Commission may apply 
to the Court for an Order requiring B. Bergman to 
escrow funds or assets for the purpose of establishing a 
source for possible repayment to Medic-Home of funds 
B. Bergman allegedly diverted from the company. 


B. Bergman will neither serve as or nominate an officer 
or director of Medic-Home nor transfer ownership of 
Medic-Home shares he owns or will acquire for the 
purpose of influencing or controlling, directly or 
indirectly the voting power over those shares until 
certain events occur. B. Bergman will also be subject 
to certain restrictions as to the manner in which any 
such nominations shall be made. 
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Moreover, B. Bergman will be subject to certain 
proscriptions on his ability to participate in any special 
distribution by Medic-Home of funds it may obtain 
from him in accordance with the terms of the Order, 
and on his ability to vote as a shareholder on 
transactions in which he has a direct or indirect 
pecuniary interest. 


Finally, the Order prohibits B. Bergman, without 
permission of the Commission, from acquiring, except 
pursuant to a stock option dated August 23, 1977, 
record, beneficial, trust or other ownership of any 
Medic-Home securities except by way of stock split, 
stock dividend or other similar distribution for a period 
of two years. Also, during this period, B. Bergman 
must give the Commission prior written notice of any 
proposed purchase, sale or any change in his record, 
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beneficial, trust or other ownership of any Medic-Home 
shares. 


The respective Orders entered against S. Bergman and 
Kass, both former directors of Medic-Home, 
permanently enjoin S. Bergman and prohibit Kass from 
violating the antifraud, proxy, reporting and 
tender-offer provisions of the Federal securities laws. 
Additionally, both S. Bergman and Kass, pursuant to 
certain court-ordered undertakings, are required to vote 
for the election of the two aforementioned independent 
directors and cooperate in the investigation being 
conducted by the Special Counsel. Moreover, Kass, 
who is an attorney, will not practice before the 
Commission for a period of at least one year. 


See also Litigation Release Nos. 7207 and 7424. 
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